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AN  OVERVIEW  OF  "ALTERNATIVES  FOR  MODERNIZING 
THE  MASSACHUSETTS  BANK  TAX  STRUCTURE" 

Robert  Tannenwald 
Research  Director 


Massachusetts'  bank  tax  is  inequitable  and  inefficient.   It 
puts  the  Commonwealth's  banks  at  a  tax  disadvantage  vis-a-vis 
competing  nonbank  financial  institutions  and  out-of-state  banks. 
As  a  result  it  creates  incentives  for  banks  providing  services  to 
Massachusetts'  businesses  and  households  to  locate  facilities  and 
financial  assets  outside  the  Commonwealth.   Dr.  Fox's  paper 
explains  how  the  Commonwealth's  bank  tax  creates  these 
distortions  and  inequities,  evaluates  their  severity,  and 
analyzes  the  advantages  and  disadvantages  of  alternative  remedial 
reforms . 

The  existence  of  these  inequities  and  distortions  does  not 
necessarily  demonstrate  that  the  Commonwealth's  banks  bear  a 
higher  average  tax  burden  than  nonfinancial  corporations.   Such  a 
demonstration  will  require  empirical  evidence  that  the  Department 
of  Revenue  has  been  unable  to  provide  to  the  Commission  to  date. 
A  compelling  case  can  be  made  nevertheless  that  the 
Commonwealth's  banks  compete  at  a  tax  disadvantage  with  their 
chief  competitors  in  the  provision  of  financial  services. 


I.  HOW  THE  MASSACHUSETTS  BANK  TAX  CREATES  INEQUITIES  AND 
DISTORTIONS 

o  Bank  income  is  taxed  at  a  higher  statutory  rate  than 
income  earned  by  most  of  their  nonbank  competitors.  Banks  also 
have  fewer  exclusions,  deductions,  and  credits  available  to  them 
than  their  nonbank  competitors.   The  Commonwealth  taxes  the  net 
income  of  banks,  banking  associations,  trust  companies,  and 
savings  and  loans  associations  at  a  statutory  rate  of  12.54 
percent.  (Credit  unions  are  not  subject  to  state  income  tax.)  The 
comparable  rate  for  most  nondepository  competitors  of  banks 
(e.g.,  finance  companies,  mortgage  companies,  nonbank  banks,  and 
mutual  funds)  is  9.5  percent  plus  a  tax  on  net  worth  of  $2.60  per 
$1,000.   Examples  of  exclusions,  deductions,  and  credits 
unavailable  to  banks  but  available  to  their  nonbank  competitors 
include  loss  carryover,  a  deduction  for  the  cost  of  holding  state 
and  local  debt,  the  exclusion  of  some  intercorporate  dividends, 
the  investment  tax  credit,  and  the  research  and  development 
credit . 

An  analysis  performed  by  the  staff  of  the  Commission, 
presented  in  Dr.  Fox's  paper,  indicates  that  the  combined  burden 
of  the  income  and  net  worth  excise  taxes  on  a  representative  in- 
state nondepository  financial  institution  is  significantly  lower 
than  the  burden  of  the  income  tax  on  a  representative  in- state 
bank  (see  table) . 


o  Massachusetts  taxes  its  own  multistate  banks  on  their 
worldwide  income.1  By  contrast,  it  taxes  none  of  the  income 
earned  by  most  out-of-state  banks  operating  within  its  territory. 

This  approach  is  known  as  "residence"  taxation- -tax  is  paid  only 
to  the  state  where  the  bank  "resides.2"   By  contrast,  most  other 
multistate  corporations,  whether  or  not  they  reside  in 
Massachusetts,  are  taxed  only  on  the  income  earned  within  the 
Commonwealth's  borders.   This  approach  is  known  as  the  "origin" 
principle  because  tax  is  paid  on  income  only  where  it  is  earned, 
or  "originates,"  no  matter  where  the  bank  resides. 

The  residence  approach  puts  Massachusetts -based  banks  at  a 
competitive  disadvantage  vis-a-vis  their  out-of-state  bank 
rivals.  This  would  not  be  the  case  if  all  other  states  taxed 
banks  the  same  way  that  Massachusetts  does,  using  the  same  rates, 
the  same  definitions  of  taxable  income,  and  the  residence 
principle.   In  fact,  Massachusetts'  statutory  tax  rate  on  bank 
income  is  the  highest  in  the  nation.   Consequently,  even  if  all 
states  taxed  banks  according  to  the  residence  principle, 
Massachusetts -based  banks  would  still  be  exposed  to  a  higher  rate 


*In  1984,  the  Bank  of  Boston  challenged  the  constitutional 
right  of  Massachusetts  to  tax  bank  income  earned  outside  of  the 
United  States  without  granting  a  credit  for  taxes  paid  on  that 
income  to  other  governments.  The  case  was  settled  out-of-court. 
See  Petition  to  the  Appellate  Tax  Board  by  The  First  National  Bank 
of  Boston,  Appellant,  v.  Commissioner  of  Revenue,  Appellee,  filed 
November  7,  1984  under  Docket  No.  140012,  and  related  Petitions. 

2The  state  of  residence,  or  domicile,  of  a  federally  chartered 
bank  is  that  state  where  the  bank's  headquarters  are  located.  The 
state  of  domicile  of  a  state- chartered  bank  is  the  state  where  the 
bank  is  chartered. 


of  tax  than  their  rival  banks  wherever  they  competed,  within  or 
without  the  Commonwealth. 

The  potential  bias  against  Massachusetts  banks  is 
considerably  greater  now  that  some  states  tax  banks  according  to 
the  origin  principle.   This  development  raises  the  possibility 
that  some  out-of-state  banks  pay  no  tax  to  any  state  on  the 
income  they  earn  within  the  Commonwealth.   If  their  state  of 
residence  practices  origin  taxation,  it  does  not  tax  their  income 
earned  within  Massachusetts.   The  Commonwealth  does  not  tax  this 
income  either  because  it  practices  residence  taxation. 

By  contrast,  a  Massachusetts-based  bank  can  be  subject  to 
double  taxation  on  income  earned  in  a  state  that  practices  origin 
taxation.   Massachusetts  taxes  all  such  income.   The  state  in 
which  the  income  is  earned  also  taxes  it  because  it  originates 
within  its  territory.   A  hypothetical  example  illustrating  the 
potential  for  such  double  taxation  is  presented  in  the  following 
table: 


POTENTIAL  DOUBLE  TAXATION  UNDER  THE  COMMONWEALTH'S  BANK  TAX 
OF  A  FICTITIOUS  BANK  OPERATING  IN  MASSACHUSETTS 
AND  ANOTHER  STATE  PRACTICING  SOURCE  TAXATION 


Income  earned  in: 
Income  taxed  by: 
Tax  rate  in: 
Tax  owed  to: 


Massachusetts 


$1,000,000 
$2,000,000 

12.54% 
$   250,800 


"Sourceachusetts"  (a 
fictitious  state  that  taxes 
bank  income  according  to  the 
origin  principle) 


$1,000,000 
$1,000,000 

7.0% 
$    70,000 


Total  income  earned  by  bank  in  both  states:   $2,000,000 

Total  taxes  paid  to  both  states:   $250,800  +  $70,000  =  $320,800 

Percentage  of  income  paid  in  state  taxes:   $320, 800/$2, 000, 000  =  16% 


The  extent  to  which  any  Massachusetts  banks  have  actually 
experienced  double  taxation  to  this  point  is  unclear.   The  few 
states  that  practice  the  source  taxation  of  banks  have  had 
difficulty  identifying  and  measuring  the  income  of  out-of-state 
banks  earned  within  their  territory,  since  most  of  it  is  earned 
by  banks  with  little  or  no  in- state  physical  presence.  All  states 
have  had  similar  difficulties  taxing  the  income  of  nonbank 
financial  institutions  with  minimal  physical  in- state  presence. 

o  The  Commonwealth  gives  bank  holding  companies  fewer 
opportunities  than  their  nonbank  multicorporate  competitors  to 
offset  the  taxable  income  of  profitable  affiliates  with  the 
losses  of  unprofitable  affiliates.   Each  bank  affiliate  of  a  bank 


holding  company  must  file  as  a  separate  taxable  entity.   By 
contrast,  other  multicorporate  entities  may  elect  to  file  a 
combined  return.  (Nonbank  subsidiaries  of  a  bank  holding  company 
may  also  elect  to  file  a  combined  return.) 

o  The  Commonwealth's  bank  tax  gives  some  tax  advantages  to 
multistate  banking  organizations  that  are  not  available  to  banks 
operating  wholly  within  the  Commonwealth.   A  comparable  advantage 
is  enjoyed  by  multistate,  multicorporate  companies  over  their  in- 
state competitors  in  all  industries,  not  just  banking. 

The  advantage  to  multistate  companies  is  another  byproduct 
of  the  treatment  of  each  Massachusetts  bank  as  a  separate  taxable 
entity,  even  if  it  is  affiliated  with  a  multistate  bank  holding 
company.   This  treatment  causes  the  interstate  allocation  of  the 
taxable  income  of  a  bank  holding  company  to  depend  importantly  on 
the  prices  that  affiliates  charge  each  other  for  services.   It  is 
very  difficult  for  tax  administrators  to  determine  whether  these 
prices  are  reasonable,  since  they  are  not  established  "at  arm's 
length" --by  a  market  composed  of  independent  buyers  and  sellers. 
Consequently,  bank  holding  companies  have  some  discretion  to 
price  inter-affiliate  transactions  in  ways  that  allocate  taxable 
income  away  from  high- tax  states,  such  as  Massachusetts,  to 
states  with  lighter  bank  taxes. 

Multistate  financial  institutions,  both  bank  and  nonbank, 
have  an  additional  advantage  over  their  single- state  competitors 
in  that  a  relatively  large  portion  of  their  assets  are  mobile. 
As  a  result  financial  institutions  can  change  the  geographic 


allocation  of  their  assets  to  reduce  aggregate  state  tax 
liability  more  easily  than,  say,  a  manufacturer.   For  example,  a 
bank  holding  company  with  a  subsidiary  in  both  Massachusetts  and 
New  Hampshire  can  record  a  mortgage  on  a  Massachusetts  property 
on  the  books  of  its  subsidiary  in  New  Hampshire,  where  the 
statutory  tax  rate  on  bank  income  is  lower  than  in  the 
Commonwealth.   It  is  harder  for  a  manufacturer  to  shift  the 
location  of  a  factory. 

The  extent  to  which  financial  institutions  engage  in  the 
manipulation  of  transfer  pricing  and  asset  allocation  for  tax 
purposes  is  an  empirical  question  that  is  difficult  to  resolve 
given  the  limits  of  available  data.   Moreover,  banking 
organizations  may  be  deterred  from  such  behavior  because  it  could 
attract  the  attention  of  regulators,  whose  scrutiny  they  would 
just  as  soon  avoid.   Finally,  to  the  extent  that  such  behavior 
does  occur,  nonbanks,  out-of-state  banks,  and  Massachusetts-based 
banks  are  all  equally  likely  to  exhibit  it.    Consequently,  the 
potential  for  such  behavior  does  not  undermine  the  argument  that 
the  bank  tax  puts  banks  at  a  tax  disadvantage  vis-a-vis  their 
financial  competitors. 

II.  HOW  SEVERE  ARE  THE  DISTORTIONS  ATTRIBUTABLE  TO  THE  BANK  TAX? 

While  the  biases  of  the  bank  tax  are  long-standing,  the 
distortions  they  created  were  less  severe  when  Massachusetts- 
based  banks  faced  little  competition  from  nonbank  rivals  and  out- 
of-state  banks.   This  was  the  case  when  the  present  bank  tax 


structure  was  established  in  1925,  and  continued  to  be  the  case 
until  well  into  the  1970s.   Each  type  of  financial  institution 
tended  to  provide  its  own  unique  cluster  of  services.   For 
example,  check  writing,  credit  cards,  and  highly  liquid  savings 
instruments  were  largely  the  province  of  banks  and  thrifts.  By 
contrast,  leasing,  transacting  in  futures  markets,  currency 
trading,  and  the  processing  of  financial  data  tended  to  be 
provided  by  nonbank  financial  institutions.   This  segmentation 
was  the  result  of  regulation  and  technological  limitations  on  the 
array  of  financial  services  that  any  single  type  of  financial 
firm  could  provide. 

These  same  two  factors  segmented  the  nation's  banking 
industry  geographically.   Banks  tended  to  operate  within  a  single 
county  or  state,  given  regulatory  constraints  and  technological 
limits  on  the  geographic  scope  of  their  operations.   Although 
some  banks  crossed  state  lines  to  transact  business,  the  volume 
of  interstate  banking  was  limited.   It  was  confined  mostly  to  the 
nation's  largest  commercial  banks  and  banks  located  close  to  a 
state  border. 

Today,  deregulation  and  rapid  technological  advances  in 
the  collection,  storage,  transmission,  and  processing  of 
information  have  greatly  reduced  the  segmentation  of  both  product 
and  geographic  markets  in  the  provision  of  financial  services.   A 
broad  competitive  interface  has  emerged  between  banks  and  nonbank 
financial  institutions.   The  volume  and  forms  of  interstate 
banking  have  mushroomed  since  banks  have  acquired  the  ability  to 
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solicit  and  collect  deposits,  extend  credit,  and  manage 
investments  on  a  large  geographic  scale  via  the  mail,  over  the 
telephone,  and  through  other  modern  means  of  telecommunications. 
Interstate  banking  should  continue  to  proliferate  as  further 
technological  advances  are  achieved  and  barriers  to  interstate 
banking  erode  further.   Should  unlimited  interstate  branching  be 
permitted,  the  severity  of  the  tax  bias  in  favor  of  out-of-state 
banks  would  take  a  quantum  jump. 

The  extent  of  the  distortions  currently  created  by  the 
biases  embedded  in  Massachusetts'  bank  tax  is  not  precisely 
known.   However,  these  distortions  will  become  more  severe  as  the 
competition  among  the  Commonwealth's  financial  institutions 
intensifies.   The  allocation  of  resources  will  become  more  skewed 
in  favor  of  nonbank  financial  institutions.   More  and  more  banks 
wishing  to  participate  in  Massachusetts  banking  markets  will  find 
it  more  profitable  in  after- tax  terms  to  be  based  in  a  state 
other  than  the  Commonwealth,  distorting  the  geographic  allocation 
of  labor  and  capital  to  the  Commonwealth's  detriment.   The  supply 
of  banking  services  to  small  businesses,  many  of  whose  financial 
needs  are  best  served  by  in- state  banks,  will  become 
progressively  smaller,  with  possibly  adverse  ramifications  for 
the  state's  economic  development. 


III.   ALTERNATIVE  REMEDIES 

The  case  for  bank  tax  reform  is  compelling.   Several 
alternative  bank  tax  regimes  have  been  proposed,  each  designed  to 
mitigate  the  inequities  and  distortions  discussed  above.   The 
following  features  are  found  in  one  or  more  of  these  proposed 
options : 

o  Making  greater  use  of  the  origin  principle  in  the  taxation 
of  bank  income.   Out-of-state  banks  would  have  to  begin  paying 
tax  on  income  earned  within  the  Commonwealth.   Massachusetts  - 
based  banks  would  pay  either  no  tax  or  less  tax  on  the  income 
they  earn  outside  of  the  Commonwealth. 

o  Giving  the  Commonwealth  the  statutory  and  regulatory  teeth 
to  effectively  tax  bank  income  originating  within  its  territory. 
The  authority  to  tax  the  income  of  all  banks  that  earn  income 
within  the  Commonwealth's  borders,  even  those  that  lack  a 
physical  presence,  would  be  unambiguously  established.   In 
addition,  the  Commonwealth  would  determine  its  fair  share  of  the 
taxable  income  of  a  multistate  bank  according  to  an  apportionment 
formula  that  captures  the  income  earned  by  banks  lacking  an  in- 
state physical  presence  but  nonetheless  clearly  conducting 
business  within  the  Commonwealth's  borders. 

o  Making  a  wider  array  of  financial  institutions  taxable 
under  the  bank  tax.   Many  nonbank  financial  institutions  would  be 
subject  to  the  same  tax  regime  as  banks.   In  the  absence  of  other 
bank  tax  reforms,  however,  broadening  the  umbrella  of  the  tax  to 
include  a  wider  array  of  financial  institutions  would  not 
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necessarily  enhance  equity,  neutrality,  and  competitiveness. 
While  Massachusetts  banks  and  their  in- state  nonbank  competitors 
might  compete  on  a  more  "level  playing  field, "  in- state  nonbank 
institutions  might  be  placed  at  a  competitive  disadvantage  vis-a- 
vis their  out-of-state  rivals.   Furthermore,  the  location  of  some 
footloose  financial  institutions  (for  example,  mutual  funds)  may 
be  sensitive  to  increases  in  their  tax  burden. 

o  Granting  banks  some  or  all  deductions,  exclusions,  and 
credits  generally  available  to  other  corporations. 

o  Reducing  the  statutory  tax  rate  on  bank  income. 

o  Permitting  banks  to  file  a  combined  return. 

o  Requiring  banks  to  report  on  a  domestic  consolidated 
basis.  In  effect,  bank  holding  companies  would  have  to  report 
their  entire  nationwide  income  on  a  consolidated  basis  and  use  an 
apportionment  formula  to  determine  what  proportion  is  earned  in 
Massachusetts.   The  purpose  of  this  requirement  would  be  to  deny 
banks  the  potential  to  alter  the  geographic  allocation  of  their 
income  by  setting  transfer  prices  between  themselves  and  their 
affiliates.  Currently,  no  corporations  in  the  Commonwealth,  bank 
or  nonbank,  are  subject  to  this  requirement. 

As  noted  above,  the  transfer  pricing  problem  is  present  in 
the  taxation  of  all  multicorporate,  multistate  companies,  not 
just  bank  holding  companies.   Consequently,  if  domestic 
consolidated  reporting  is  required  of  bank  holding  companies,  it 
should  also  be  required  of  other  corporate  taxpayers.   An 
alternative  measure  that  would  mitigate  the  transfer  pricing 
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problem  is  more  vigorous  enforcement  of  transfer  pricing  rules 
In  the  case  of  bank  holding  companies,  enforcement  could  be 
strengthened  by  greater  sharing  of  information  between  federal 
and  state  bank  regulators  and  the  Department  of  Revenue. 
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1.  Introduction 

Over  the  past  decade  the  financial  industry  has  undergone  major  transitions  that 
will  continue  through  the  1990s.    One  result  has  been  considerable  state-level 
discussion  on  the  most  effective  means  for  taxing  financial  institutions.   In 
Massachusetts,  reports  have  been  prepared  and  deliberations  held  by  a  major  tax  study 
commission  and  numerous  others.    Outside  Massachusetts,  major  bank  tax  law 
changes  have  occurred  in  at  least  five  states  since  1985,  and  ongoing  analysis  and 
dialogue  has  been  sponsored  by  the  Multistate  Tax  Commission. 

Dramatic  changes  in  banks'  procedures  and  competition  have  left  many  state  tax 
structures  outdated,  and  this  may  be  particularly  true  in  Massachusetts.    The  current 
Massachusetts  bank  tax  structure  can  lead  to  very  uneven  tax  burdens  across  firms 
and  industries,  potentially  disadvantaging  banks  relative  to  firms  in  other  financial  and 
nonfinancial  industries.    Specific  reasons  include  the  Commonwealth's  bank  tax  rate  is 
the  highest  in  the  U.S.,  all  income  earned  by  domiciled  banks  is  taxed  and  the  income 
of  many  nondomiciled  banks  goes  untaxed  in  Massachusetts,  and  banks  are  taxed  with 
higher  rates  than  most  direct  competitors  and  other  businesses  in  the  Commonwealth. 


This  report  is  intended  as  input  in  the  ongoing  discussion  of  Massachusetts  bank 
taxes.   Many  topics  considered  here  already  are  on  the  table,  and  the  greatest 
contribution  may  be  the  synthesis  and  comprehensive  presentation.   In  addition,  the 
report  includes  evaluation  of  alternatives.    As  appropriate,  proposals  contained  in 
House  Bill  4037  and  other  bank  tax  reform  bills  introduced  in  prior  years  are 


examined  here.1    However,  this  report  does  not  prescribe  a  particular  set  of  tax  policy 
changes. 

The  report  contains  seven  sections.    This  introduction  includes  a  brief  description 
of  the  Massachusetts  banking  industry.    Section  two  examines  changes  in  the  banking 
environment.   Section  three  is  a  short  history  of  bank  tax  legislation  and  section  4  is  a 
discussion  of  the  current  bank  tax  structure  in  Massachusetts  and  other  states.    An 
evaluation  of  the  problems  with  the  Massachusetts'  bank  tax  is  presented  in  section  5. 
The  next  section  examines  the  relationship  between  bank  taxes  and  economic 
development.    The  final  section  identifies  the  major  issues  that  must  be  addressed  in 
reforming  the  tax  structure  and  the  advantages  and  disadvantages  of  alternative 
solutions. 


1H.  B.  4037  is  a  bank  excise  tax  reform  bill  which  has  been  submitted  by  the 
Massachusetts  Bankers  Association  for  the  1993  legislative  session.    For  bank  tax 
reform  bills  that  present  alternative  approaches  to  those  proposed  in 
H.  B.  4037,  see  S.  B.  2087,  introduced  in  the  1989  legislative  session. 


l.a.    Banking  Industry  in  Massachusetts 

Two  hundred  sixty-one  banks  operated  in  Massachusetts  in  1992  and  held  a 
combined  $141.0  billion  in  assets.2  The  preceding  several  years  were  a  period  of 
decline  for  the  banking  industry.   Total  assets  in  1992  were  13.2  percent  below  the 
1988  level,  and  the  number  of  banks  was  down  18.4  percent.   Eleven  banks  failed  in 
1990,  15  banks  in  1991,  and  17  banks  in  1992.   By  comparison  only  four  banks  failed 
between  1986  and  1989.   Massachusetts  banks  lost  a  combined  $2.3  billion  during 
1989,  1990  and  1991.   Despite  the  decline  in  assets  and  number  of  banks,  1992 
appears  to  have  been  a  much  better  year  for  the  industry.    Profits  totaled  $1.1  billion, 
just  below  the  1988  level. 

The  banking  industry  accounts  for  a  significant  share  of  Massachusetts'  economy. 
More  than  70,200  people  were  employed  by  the  Commonwealth's  banking  industry  in 
1991  (see  Table  1).    Employment  grew  relatively  steadily  from  43,300  in  1970  to 
82,700  in  1988,  but  has  declined  rapidly  since.    Employment  in  1991  was  about  the 
same  as  in  1985.    Some  employment  losses  may  be  attributable  to  the  national 
recession,  but  the  Massachusetts  banking  industry  had  not  evidenced  a  susceptibility  to 
earlier  U.S.  recessions  (1970,  1974-75,  1980,  and  1982).   More  likely  causes  are 
difficulties  in  the  New  England  banking  industry  resulting  from  real  estate  loan  losses, 
tighter  regulatory  standards,  and  other  changes.3 


2Data  were  provided  by  the  Massachusetts  Bankers  Association. 
3See  Browne  and  Rosengren  (1992). 


TABLE  1 

Massachusetts  Employment  and  Income  in  Banking 
and  Credit  Agencies 


U.  S  Share  of 

Share  of  Total 

U.  S.  Share  of 

Income 

Share  of  Total 

Total  Personal 

Year 

Employment 

Employment 

Total  Employment 

(000) 

Personal  Income 

Income 

1969 

43295 

1.62 

1.53 

315704 

1.32 

1.29 

1970 

45785 

1.71 

1.58 

363094 

1.41 

1.35 

1971 

46057 

1.74 

1.62 

386265 

1.41 

1.38 

1972 

46477 

1.73 

1.63 

405879 

1.37 

1.36 

1973 

48208 

1.73 

1.66 

444031 

1.38 

1.35 

1974 

49743 

1.77 

1.72 

492714 

1.41 

1.40 

1975 

49704 

1.83 

1.77 

541192 

1.46 

1.44 

1976 

50005 

1.82 

1.77 

583998 

1.45 

1.46 

1977 

50928 

1.80 

1.78 

620553 

1.42 

1.45 

1978 

52454 

1.77 

1.80 

673094 

1.39 

1.45 

1979 

54631 

1.78 

1.85 

748210 

1.38 

1.46 

1980 

57341 

1.83 

1.91 

862835 

1.41 

1.49 

1981 

60124 

1.92 

1.95 

981788 

1.44 

1.49 

1982 

62044 

1.98 

1.98 

1121397 

1.52 

1.58 

1983 

64173 

2.00 

2.01 

1248252 

1.56 

1.65 

1984 

67055 

1.97 

2.00 

1379145 

1.54 

1.64 

1985 

70134 

1.99 

2.01 

1550802 

1.61 

1.65 

1986 

76637 

2.12 

2.05 

1837264 

1.76 

1.73 

1987 

81276 

2.19 

2.06 

2095406 

1.86 

1.75 

1988 

82654 

2.17 

1.99 

2367332 

1.92 

1.76 

1989 

81489 

2.16 

1.96 

2440095 

1.86 

1.70 

1990 

77667 

2.12 

1.93 

2447709 

1.81 

1.67 

1991 

70263 

2.00 

1.88 

2312576 

1.68 

1.63 

The  banking  industry's  share  of  total  Massachusetts  employment  has  risen  slowly 
from  the  1.62  percent  share  in  1969,  to  2.0  percent  in  1991.   Again,  the  share  is 
lower  than  in  1988  (see  Figure  1).   The  percentage  of  Massachusetts'  employment  in 
the  banking  industry  is  slightly  above  the  1.9  percent  U.S.  average,  and  is  second 
highest  among  New  England  states  (see  Figure  2).   However,  Massachusetts  trails 
such  money  center  states  as  Delaware,  New  York,  Illinois,  and  California. 
Massachusetts'  banking  industry  represents  2.7  percent  of  total  banking  employment 
in  the  United  States,  slightly  above  the  Commonwealth's  2.4  percent  share  of  the 
U.S.  population. 

More  than  $2.3  billion  in  personal  income  was  earned  in  the  Massachusetts' 
banking  industry  in  1991  (see  Table  l).4  The  percentage  of  personal  income  earned 
in  banking  was  somewhat  smaller  than  the  percentage  in  employment,  but  still  stood 
at  1.7  percent.    Again,  the  share  of  personal  income  is  slightly  larger  for  the 
Commonwealth  than  for  the  U.S.,  but  Massachusetts  is  below  other  large  money 
center  states  (see  Figure  3).   As  with  employment,  the  percentage  of  personal  income 
earned  in  banking  has  grown  steadily  since  1969,  evidencing  the  industry's  growing 
importance.   Massachusetts'  experienced  an  11.2  percent  annual  growth  rate  in 
income  from  the  banking  industry  between  1970  and  1991,  which  is  about  the  same 
growth  rate  as  that  for  U.S.  banking  as  a  whole  (see  Figure  4).   The  growth 
compares  favorably  with  the  6.0  percent  rate  of  inflation  during  the  same  time  period. 


4Personal  income  includes  wages,  salaries,  other  labor  income  (which  includes 
fringe  benefits),  and  proprietor's  income.   Personal  income  data  reported  here  and  for 
SIC  60  (depository  institutions)  and  SIC  61  (nondepository  credit  institutions). 
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10 
Only  Maine  has  grown  more  slowly  among  New  England  states. 
2.  Current  Banking  Environment5 

Bank  taxes  were  developed  in  an  era  when  financial  institutions  were  presumed  to 
operate  wholly  within  one  state.   Three  major  trends  are  altering  the  continued 
validity  of  this  structure:  interstate  banking,  branchless  banking,  and  growth  of 
nontraditional  financial  service  providers.    Each  trend  is  addressed  below. 

2. a.     Interstate  Banking 

The  1980s  began  with  the  banking  system  strongly  regulated  and  technological 
innovations  for  delivering  banking  services  not  fully  developed.    Federal  legislation, 
state  legislation,  and  shifts  in  banking  practices,  many  of  which  were  already 
underway,  have  left  banks'  interstate  practices  substantially  altered. 

Four  federal  statutes  have  increasingly  permitted  branching  and  interstate  banking 
during  the  past  several  decades.    The  McFadden  Act,  which  was  passed  in  1927  and 
amended  in  1933,  restricted  the  in-state  branching  powers  of  national  banks  to  those 
of  state-chartered  banks.   Three  subsequent  acts  have  expanded  the  potential  for 
interstate  banking.   The  Douglas  Amendment  to  the  Bank  Holding  Company  Act  of 
1956  determined  that  states  have  the  final  authority  on  branching  within  their  borders 
and  in  determining  whether  an  interstate  acquisition  will  be  allowed.    The  Garn-St. 
Germain  Act  facilitated  interstate  banking  by  authorizing  banking  institutions  to 
acquire  failing  banks  and  thrifts  in  states  other  than  the  one  where  they  are  domiciled. 


5This  section  draws  heavily  on  Fox  and  Kelsay  (1992). 
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Finally,  the  Edge  Act  of  1978  provided  for  limited  interstate  banking  through 
international  banking  provisions. 

Despite  limitations  imposed  by  these  statutes,  banks  have  been  able  to  expand  their 
interstate  operations.    One  way  is  through  chain  banking  agreements  in  which 
individuals,  rather  than  corporations,  own  banks  in  multiple  states.   These  agreements 
circumvent  the  Bank  Holding  Company  Act  which  limits  corporations,  but  not 
individuals,  from  ownership  of  multistate  banks.    Another  way  has  been  to  purchase 
noncontrolling  interest  in  an  out-of-state  bank,  with  an  option  to  purchase  control  of 
the  firm  when  permitting  legislation  is  put  in  place.    Also,  a  bank  in  one  state  can 
purchase  a  failed  bank  in  another  state  through  provisions  of  the  Garn-St.  Germain 
Act.   In  some  cases,  federal  regulators  have  permitted  the  out-of-state  bank  to  set  up 
the  failed  bank  as  a  branch,  rather  than  as  a  subsidiary  bank.   In  recent  years,  out-of 
state  banks  have  acquired  at  least  four  failed  Massachusetts  banks  and  have  set  them 
up  to  operate  as  branches.    Further,  banks  have  created  nonbank  subsidiaries  in  other 
states,  such  as  loan  production  offices.6 

State  legislation  also  has  facilitated  rapid  increases  in  interstate  banking.   Maine's 
1975  legislation  was  the  first  to  authorize  interstate  banking.    Since  then  at  least  45 
other  states  plus  the  District  of  Columbia  have  passed  legislation  permitting  some 
form  of  interstate  banking  (see  Table  2).   Nonetheless,  the  bank  holding  company 
structure  remains  the  major  means  by  which  financial  institutions  are  able  to  expand 


6In  1989  the  Community  Bank  Coalition  for  Tax  Rate  Reform  reported  there  were 
loan  production  offices  from  17  nondomiciled  banks  operating  in  the  Commonwealth. 
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TABLE  2 

State  Laws  Allowing  Interstate  Banking  as  of  January 

1,  1991 

Nationwide 

Nationwide 

Regional  or 

entry  without 

entry  with 

contiguous  state 

Entry  not 

reciprocity 

reciprocity 

entry  w/reciprocity 

allowed 

Alaska 

Connecticut 

Alabama 

Hawaii 

Arizona 

California 

Arkansas 

Kansas 

Colorado 

Delaware 

District  of  Columbia 

Montana 

Idaho 

Kentucky 

Florida 

North  Dakota 

Maine 

Illinois 

Georgia 

Nevada 

Louisiana 

Indiana3 

New  Hampshire 

Massachusetts 

Iowa 

New  Mexico 

Michigan 

Maryland 

Oklahoma1 

Nebraska 

Minnesota 

Oregon 

New  Jersey 

Mississippi 

Texas 

New  York 

Missouri 

Utah 

Ohio 

North  Carolina 

Wyoming 

Pennsylvania 

South  Carolina 

Rhode  Island 

Virginia 

South  Dakota 

Wisconsin 

Tennessee 

Vermont 

Washington 

West  Virginia 

'Bank  holding  companies  from  states  not  granting  reciprocal  entry  to 
Oklahoma  banking  organizations  must  wait  four  years  before  making 
additional  acquisitions. 

2Entry  into  Arkansas  is  contingent  on  submission,  approval,  and  compliance 
with  an  extensive  plan  guaranteeing  certain  levels  of  community  service  and 
investment. 

3This  state  is  scheduled  to  convert  to  nationwide  entry  as  follows:   Indiana- 
July  1,  1992. 

SOURCE:   Banking  Studies,  Division  of  Bank  Supervision  and  Structure, 
Federal  Reserve  Bank  of  Kansas  City,  1990  Annual.   Categorization  of 
Massachusetts  based  on  Amel  (1991). 


13 
their  interstate  operations.   Massachusetts  allows  holding  companies  domiciled  in 

other  states  to  locate  a  subsidiary  in  the  Commonwealth  if  the  state  where  the  holding 

company  is  domiciled  allows  a  reciprocal  arrangement  for  Massachusetts  domiciled 

holding  companies.   The  Massachusetts  Bankers  Association  currently  is  supporting 

legislation  that  would  authorize  nationwide  interstate  banking. 

2.b.   Branchless  Banking 

Banks  are  now  able  to  deliver  a  large  volume  of  services  to  places  where  they 
have  no  branches,  thanks  largely  to  technological  advances  in  the  collection,  storage, 
and  transmission  of  information.  Examples  of  modern-day  "branchless  banking" 
include  transactions  conducted  through  point  of  sale  terminals,  automated  clearing 
houses,  automated  teller  machines,  and  electronic  funds  transfer  systems.    The 
development  of  high-speed  computers  has  facilitated  banking  transactions  conducted 
through  the  mail.   All  of  these  innovations  have  permitted  banks  to  expand  the  scope 
of  financial  services  they  provide  and  the  span  of  geographic  markets  they  serve. 

The  data  processing  revolution  has  enabled  the  rapid  expansion  of  loan 
securitization,  perhaps  the  most  important  form  of  branchless  banking  today. 
Securitization  has  a  long  history,  dating  back  to  the  Federal  National  Mortgage 
Administration  (Fannie  Mae)  in  the  1930s.   However,  securitization  became  an 
extensive  practice  only  after  development  of  high  speed  information  systems  and 
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deregulation  of  the  financial  industry.    An  evidence  is  that  mortgage  backed  securities 

grew  11  fold  during  the  first  half  of  the  1980s.7 

Securitization  has  expanded  recently  into  many  other  markets  including  automobile 

loans,  credit  card  receivables,  small  business  loans,  home  equity  loans,  computer 

leases,  affiliate  notes  and  many  others  (Lerner,  1990).   For  example,  Chase 

Manhattan  Bank  is  reported  to  have  securitized  more  than  $7  billion  in  credit  card 

receivables,  and  to  have  placed  $600  million  in  one  deal  in  1989.   Marine  Midland 

Bank  has  originated  about  $2  billion  in  automobile  receivable-backed  securities  over 

the  past  five  years.    Ford  Motor  Credit,  the  largest  issuer  of  asset-backed  securities  in 

1989,  brought  $5.2  billion  in  automobile-backed  securities  to  market. 

2.c.    Growth  of  Nontraditional  Financial  Service  Providers 

A  number  of  industries  that  directly  or  indirectly  compete  with  banks  have 
developed  or  grown  rapidly  during  the  past  several  decades.    Frequently  the  banking 
industry  operates  at  a  competitive  disadvantage  relative  to  these  industries.    Among 
the  reasons  are  firms  in  these  industries  often  are  subject  to  lesser  or  different 
regulatory  structures  and  to  different  tax  regimes  than  are  banks. 

The  Division  of  Banking  has  some  regulatory  responsibility  for  many 
nontraditional  service  providers  and  its  listings  allow  a  comprehensive  review  of  these 
competitors.    As  of  March  31,  1993,  in  Massachusetts  there  are  110  companies  that 
make  small  loans,  such  as  Beneficial  Massachusetts,  Inc.,  Chase  Manhattan  Personal 


7United  States  League  of  Savings  Institutions,  Savings  Institutions  Sourcebook. 
Chicago,  IL,  1988,  pp.  65-67. 
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Finance  Services,  and  Sears  Consumer  Financial  Corp.;  112  sales  finance  companies 

such  as  General  Electric  Capital  Corp.  and  Whirlpool  Acceptance  Corp.;  82 

automobile  financing  firms  such  as  Chrysler  First  Financial  Services  Coip.,  General 

Motors  Acceptance  Corp.,  and  Toyota  Motor  Credit  Corp.;  177  mortgage  lending 

firms  such  as  Citicorp  Mortgage,  Inc.,  New  Hampshire  Colonial  Mortgage  Co.,  and 

Sears  Mortgage  Corp.;  351  mortgage  broker  firms  such  as  Assurance  Mortgage 

Corp.,  First  Boston  Mortgage  Coip.,  and  Primeamerican  Financial  Services.   In 

addition,  there  are  149  credit  unions,  187  collection  agencies,  419  foreign  transmittal 

agencies,  and  149  insurance  premium  finance  agencies.   Note  that  the  list  includes 

subsidiaries  of  many  large  U.S.  nonbank  and  bank  corporations. 

The  nonbank  competitors  often  are  of  extraordinary  size.   General  Motors 
Acceptance  Corporation,  the  largest  nonbank  finance  company,  held  $102.9  billion  in 
assets  in  1991  (D'Arista  and  Schlesinger).    General  Electric  Capital  Corp.  and  Ford 
Motor  Credit  Company  each  had  more  than  $50  billion  in  assets  and  another  eight 
finance  companies  had  more  than  $10  billion  in  assets  in  1991. 

Bank  and  nonbank  firms  compete  in  three  ways.    The  first  two  are  cases  where 
nonbank  financial  service  firms  have  entered  traditional  banking  markets  and  the  third 
is  where  banks  have  been  allowed  greater  authority.   First,  nearly  every  nonbank 
competitor  seeks  to  make  loans  by  issuing  credit  cards,  making  home  mortgages,  or 
giving  personal  or  business  loans.    During  the  first  quarter  of  1993,  twenty  of  the  top 
45  mortgage  lenders  in  Massachusetts  were  nonbanks,  20  were  banks  and  5  were 
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bank  owned  mortgage  companies.8   More  striking,  is  that  76  of  the  top  100  mortgage 

lenders  in  Massachusetts  were  banks  in  1986.    Only  47  were  banks  during  the  first 

quarter  of  1993.   The  number  of  nonbank  mortgage  companies  in  the  top  100  grew 

from  20  to  43  during  this  time  period. 

Commercial  bank  assets  have  increased  197.3  percent  since  1980.   Data  prepared 
by  Momingstar  reveal  that  mutual  funds  in  the  U.S.  held  $228.9  billion  in  assets  in 
1992,  a  1228.9  percent  increase  in  one  decade.   Money  market  mutual  funds  alone 
had  assets  of  $72.3  billion  in  1992.    Assets  of  finance  companies  have  grown  325.5 
percent  since  1980.9 

In  Massachusetts  as  of  June  30,  1992  state  chartered  credit  unions  held  $5.8  billion 
in  assets,  and  federally  chartered  credit  unions  held  $3.8  billion,  for  a  total  of  $9.6 
billion.   Assets  in  Massachusetts  chartered  credit  unions  grew  146.0  percent  between 
1982  and  1992,  versus  64.5  percent  in  state  chartered  savings  banks  and  56.5  percent 
in  state  chartered  cooperative  banks.10  In  fact,  since  1990  assets  in  Massachusetts' 
banks  have  declined  while  credit  union  assets  have  risen  dramatically.    Five  of  the 
largest  100  mortgage  companies  during  the  first  quarter  of  1993  were  credit  unions, 
up  from  one  in  1986. 

Second,  banks  and  other  financial  institutions  compete  for  deposits.   Though 
banks'  competitors  (except  credit  unions)  often  are  termed  nondepositories  because 


8Banker  and  Tradesman  Monthly  Mortgage  Report,  1993,  Issue  3. 

9D'Arista  and  Schlesinger. 

10Data  provided  by  Massachusetts  Bankers  Association. 
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they  do  not  accept  deposits,  the  competitors  raise  capital  through  mutual  funds,  tax 

deferred  annuities  and  other  alternatives  to  deposits  in  banks.   Much  of  the  growth  in 

nonfinancial  institution's  assets  has  been  funded  through  means  that  compete  with 

bank  deposits. 

Third,  many  states  have  relaxed  regulations  which  limited  markets  banks  can 

enter.   For  example,  banks  in  Massachusetts  are  permitted  to  engage  in  securities 

underwriting,  securities  brokerage,  and  other  brokerage  services.    Thus,  banks  are 

competing  in  industries  from  which  they  were  formerly  excluded. 


3.    History  of  State  Bank  Taxes11 

The  structure  of  state  bank  taxes  across  the  U.S.  has  been  driven  by  judicially 
imposed  restrictions  on  the  ability  of  states  to  tax  national  banks  and  by  Congressional 
legislation.   These  constraints  arose  because  in  times  past  national  banks  were 
regarded  as  instrumentalities  of  the  U.S.  government.   They  issued  currency,  served 
as  fiscal  agents,  and  acted  as  depositories  of  public  monies.    Given  restrictions  on 
taxation  of  national  banks,  states  have  limited  their  taxation  of  state  chartered  banks  to 
what  was  permissible  for  national  banks,  so  that  the  state  banks  were  not  placed  at  a 
competitive  disadvantage.    As  a  result,  many  states  impose  a  tax  regime  on  banks  that 
differs  from  the  regime  they  impose  on  nonbanking  corporations. 


nThis  section  is  drawn  from  McCray  (1990),  Symons  (1984),  and  Symons  and 
Straus  (1987). 
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Judicial  restrictions  on  states'  ability  to  tax  national  banks  began  with  the  1819 

U.S.  Supreme  Court  finding  in  McCulloch  v.  Maryland.12   The  ruling  held 

unconstitutional  all  state  taxes  on  national  banks  other  than  a  real  property  tax  and  a 

bank  share  tax.   However,  in  this  ruling  Congress  was  seen  as  having  the  power  to 

permit  any  form  of  taxation  it  deemed  appropriate.   The  authority  given  in  McCulloch 

v.  Maryland  for  states  to  levy  a  real  property  tax  and  a  bank  share  tax  was  clearly 

specified  by  Congress  in  the  National  Bank  Act  of  1864.13   Congress  limited  the  rate 

of  tax  on  real  property  to  that  imposed  on  other  property  owners.    The  share  tax  rate 

on  national  banks  was  limited  to  the  rate  levied  on  "other  moneyed  capital."    The 

courts  interpreted  the  maximum  share  tax  rate  described  in  the  1864  Act  to  be  no 

higher  than  the  rate  imposed  on  other  corporations  involved  in  banking  or  the  rate 

incident  on  the  intangible  personal  property  of  individuals  involved  in  the  banking 

business.   The  latter  interpretation  required  states  to  impose  taxes  on  a  wide  range  of 

intangible  property. 

The  goals  states  sought  to  achieve  during  this  era  included  to  collect  substantial 

revenues  from  taxation  of  banking  and  to  impose  taxes  which  could  be  administered 

in  a  realistic  fashion.    One  result  was  that  over  time  the  effective  tax  rate  on  banks 

increased  relative  to  that  imposed  on  other  forms  of  intangible  personal  property. 

Banks  began  to  sue  on  the  premise  that  they  were  overtaxed  compared  to  "other 

moneyed  capital."   In  1923,  after  the  Supreme  Court  ruling  in  Merchant's  National 


1217U.S.  316(1819), 

13  13  Stat.  100-118(1864). 
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Bank  v.  Richmond.14  Massachusetts'  banks  accepted  a  compromise  of  $3  million  as 

compensation  for  excess  collection  of  past  taxes. 

Congress  acted  in  1923  in  response  to  the  difficulty  of  defining  taxes  that  did  not 
discriminate  against  banks  and  to  the  problems  states  were  having  maintaining 
sufficient  revenues  from  taxation  of  banks.   One  change  from  this  legislation  was  that 
the  definition  of  "other  moneyed  capital"  was  restricted  in  order  to  limit  the  potential 
of  bank  taxes  being  seen  as  discriminatory.   Also,  options  for  state  taxation  of  banks 
were  extended  to  include  a  tax  on  net  income  at  a  rate  not  to  exceed  that  on  other 
corporations  and  a  tax  on  dividends  received  by  shareholders  at  a  rate  no  higher  than 
that  on  net  income  from  "other  moneyed  capital."   These  alternatives  likely  would 
have  generated  less  revenue  than  the  share  tax  already  imposed  by  states  because 
interest  from  federal,  state,  and  local  securities  was  not  taxable  under  either  of  the 
newly  permitted  taxes.    Thus,  in  1926  Congress  enacted  a  third  alternative.    An 
excise  (or  franchise)  tax  was  permitted  where  net  income  from  all  sources  was 
allowed  as  the  tax  base. 

The  difficulty  of  assessing  taxes  on  banks  in  a  nondiscriminatory  manner  remained 
even  after  the  1926  legislation.   A  major  issue  was  the  set  of  taxes  that  should  be 
used  to  compare  tax  liabilities  for  banks  and  other  corporations.    Nonbank 
corporations  often  were  subject  to  a  series  of  taxes  while  banks  were  subject  only  to  a 
franchise,  share  or  income  tax.    States  began  to  build  up  the  bank  tax  rate  so  the  tax 


14256U.S.  635  (1921). 
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burden  on  banks  would  be  similar  to  that  imposed  on  other  coiporations.    Difficulties 

of  setting  the  appropriate  tax  rate  developed  anew  across  the  states. 

Once  again  Congress  responded,  this  time  passing  legislation  in  1969  that 
eventually  became  effective  in  1976.   The  major  constraint  imposed  by  this  most 
recent  legislation  on  state  taxation  of  banks  is  as  follows:  "For  the  purpose  of  any  tax 
law  enacted  under  authority  of  the  United  States  or  any  State,  a  national  bank  shall  be 
treated  as  a  bank  organized  and  existing  under  the  laws  of  the  State  or  other 
jurisdiction  within  which  its  principal  office  is  located."15 

The  1976  legislation  represented  two  significant  changes  in  federal  policy  on 
taxation  of  national  banks.    First,  states  are  permitted  to  impose  any  type  of  tax  on 
banks  without  the  necessity  of  obtaining  congressional  approval,  as  long  as  the  taxes 
do  not  discriminate  against  national  banks.    Second,  whether  taxes  discriminate 
against  national  banks  is  measured  by  comparing  the  taxes  on  national  banks  with  the 
taxes  on  state  banks,  rather  than  with  nonbanking  corporations.    Thus,  the  only 
limitation  in  existing  legislation  is  that  a  state  must  tax  national  banks  in  the  same 
manner  as  it  taxes  banks  chartered  in  the  state.    Relaxation  of  prior  restrictions  is 
appropriate  because  the  original  purpose  for  such  restraints  on  taxation  —  protecting 
the  issuance  of  currency  and  the  other  fiscal  services  performed  by  national  banks  - 
is  no  longer  needed  in  today's  environment.   Today,  these  functions  are  performed 
primarily  by  the  Federal  Reserve  System. 


1512  U.S.C.  548  (1969) 
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A  limitation  on  state  taxation  of  interest  from  federal  securities  also  remains. 

Specifically,  "Stocks  and  Bonds  of  the  United  States  Government  are  exempt  from 

taxation  by  a  State  or  political  subdivision  of  a  State.   The  exemption  applies  to  each 

form  of  taxation  that  would  require  the  obligation,  the  interest  on  the  obligation,  or, 

both,  to  be  considered  in  computing  a  tax,  except 

1 .  a  nondiscriminatory  franchise  tax  or  another  nonproperty  tax  instead  of  a 
franchise  tax,  imposed  on  a  corporation;  and 

2.  an  estate  or  inheritance  tax."16 

Thus,  the  total  income  of  a  bank,  including  interest  from  federal  securities,  may  be  in 
the  tax  base  as  long  as  the  state  tax  is  a  franchise  tax,  but  the  interest  on  federal 
securities  cannot  be  included  in  a  corporate  income  tax.   The  reason  for  the  difference 
is  a  franchise  tax  normally  is  levied  on  the  privilege  of  doing  business  in  a  state  or  of 
being  a  corporation,  and  is  not  a  direct  assessment  on  the  income  earned.    A 
corporate  income  tax  is  a  direct  assessment  against  corporate  income. 

4.   Massachusetts'  Bank  Tax  Structure17 

Massachusetts'  bank  tax  history  is  long  and  varied  because  of  the  changing  federal 
policies.   The  Commonwealth  passed  its  initial  tax  on  incorporated  banks  in  1812, 
prior  to  the  first  judicial  ruling.   The  tax  was  a  one  percent  assessment  on  the  value 
of  capital  stock.   Later,  Massachusetts,  like  other  states  responded  to  the  National 


1631  U.S.C.  Section  3124(a)  (1982). 
17SeeM.  G.  L.,  Chapter  63. 
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Bank  Act  of  1 864  by  enacting  a  tax  on  the  shares  of  national  banks  at  the  location 

where  the  share  owners  resided.   Massachusetts  quickly  reacted  to  the  1926 

congressional  action  by  legislating  an  excise  tax  on  banks  domiciled  in  the 

Commonwealth,  with  the  base  being  federal  taxable  income  with  several  adjustments. 

Massachusetts  has  maintained  its  basic  bank  tax  structure  since  the  excise  tax  was 
imposed  in  1926. 18  The  tax  is  imposed  as  a  franchise  tax.   The  privilege  of  operating 
in  the  Commonwealth  is  valued  using  bank  net  income,  which  includes  interest  on 
federal  securities.    Net  income  is  defined  as  "the  gross  income  from  all  sources, 
without  exclusion,  for  the  taxable  year,  less  the  deductions,  but  not  credits,  allowable 
under  the  provisions  of  the  Federal  Internal  Revenue  Code. "   However,  certain 
deductions  allowed  by  the  U.S.  are  not  permitted  by  the  Commonwealth,  including 
for  intercorporate  dividends  received,  for  losses  sustained  in  previous  years,  and  for 
income,  franchise,  or  stock  taxes  imposed  by  other  governments.   In  addition,  interest 
earned  on  state  and  local  government  debt  is  taxable  in  the  Commonwealth  but  not  by 
the  U.S.  government. 

Massachusetts  formerly  calculated  the  tax  rate  on  banks  by  adding  the  nonbank 
corporate  tax  rate  (currently  9.5  percent)  and  a  rate  to  account  for  the  corporate  net 


18An  out-of-state  bank  seeking  to  acquire  a  financial  institution  located  in  the 
Commonwealth  is  required  "to  make  ninety-hundredths  of  one  percent  of  its  assets  in 
the  Commonwealth  available  for  call..."  by  the  Massachusetts  Housing  Partnership 
Fund  for  ten  years  (M.G.L.,  Chapter  107  section  38).   The  Fund  is  used  to  finance 
housing  purchases  by  low  income  households.  Contributions  to  the  fund  are  repaid  at 
cost,  but  may  not  include  an  opportunity  cost  so  a  tax  may  be  implicit  in  this  set 
aside.    A  total  of  $66.1  million  has  been  committed-to-date  and  three  additional 
acquisitions  are  pending. 
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worth  tax  (currently  $2.60  per  $1000  of  value),  with  the  intent  of  equalizing  the  bank 

and  nonbank  tax  burdens.   The  practice  of  setting  the  bank  rate  to  equalize  burdens 

ceased  when  the  new  federal  tax  legislation  became  effective  in  1976.   The  12.54 

percent  rate  which  was  imposed  at  that  time  is  still  in  effect  today. 

Massachusetts  does  not  allow  bank  members  of  a  holding  company  to  file 
combined  returns,  though  nonbank  members  can  file  combined  returns.    Each  bank 
member  of  a  holding  company  is  taxed  independently  of  other  corporations  that  are  in 
the  same  holding  company.19 

The  Massachusetts  bank  tax  structure  has  been  described  as  residence  based.20 
One  reason  is  domiciled  banks  are  taxed  on  their  entire  income  wherever  earned.21 
No  deduction  is  allowed  for  income  earned  outside  the  Commonwealth  by 


19The  implications  of  this  feature  are  discussed  in  detail  in  section  5.c.   Multibank 
Financial  Corporation  is  an  example  of  a  bank  holding  company.   It  is  headquartered 
in  Dedham  and  owns  three  banks  in  the  Commonwealth:  South  Shore,  Mechanics, 
and  Multibank  West.   Multibank  Financial  Corporation  also  owns  a  leasing  company 
located  outside  the  commonwealth. 

20See  McCray,  1990.   The  intent  appears  to  have  been  development  of  a  residence 
based  tax  structure  in  a  regulatory  framework.   However,  three  current  exceptions  to 
the  residence  structure  should  be  noted.   First,  foreign  chartered  banks  operate  in 
Massachusetts  through  branches  and  are  taxed  with  an  apportioned  system  based  on  a 
single  factor  receipts  formula.   Second,  federal  regulations  have  permitted  certain  out- 
of-state  banks  to  establish  branches  in  the  Commonwealth.   These  banks  are 
apportioning  income  into  Massachusetts.   Third,  Section  63  states  that  nationally 
chartered  banks  doing  business  in  the  Commonwealth  are  taxable.    The  section  does 
not  explicitly  require  that  national  banks  be  domiciled  in  the  Commonwealth,  so 
nondomiciled  national  banks  may  be  subject  to  the  tax. 

21The  First  National  Bank  of  Boston  sued  the  Commonwealth  arguing  that  taxing 
100  percent  of  foreign  sourced  income  without  apportionment  or  consideration  of 
taxes  paid  to  other  jurisdictions  is  unconstitutional.   A  settlement  was  reached  for  tax 
years  1976  through  1990  whereby  Massachusetts  paid  $37  million  to  the  bank. 
However,  the  constitutional  question  remains  unsettled. 
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Massachusetts'  domiciled  banks,  even  if  the  income  is  taxed  in  the  state  where  it  is 
earned.    This  differs  from  the  Massachusetts  nonbank  tax  structure  and  from  the  way 
many  states  tax  banks.    A  second  reason  is  the  tax  is  not  levied  on  banks  domiciled  in 
other  states  even  if  they  earn  income  in  the  Commonwealth.    Again,  this  differs  from 
the  Massachusetts  nonbank  tax  structure  where  firms  are  permitted  to  apportion 
income.   As  a  rule,  states  have  not  been  aggressive  in  taxing  nondomiciliary  banks 
through  apportionment  or  other  means.    However,  the  number  of  states  taxing 
nondomiciliary  bank  income  is  growing  rapidly  and  includes  Minnesota,  Tennessee, 
Indiana,  New  York,  and  California. 

4. a.    Defining  a  Bank 

The  Commonwealth  has  been  compelled  to  define  banks  for  tax  purposes  because  a 
unique  tax  structure  is  imposed  on  banks.   The  definition  is  structured  both  by  the  tax 
law  and  the  regulatory  definition  of  a  bank.    A  firm  is  taxed  under  the  bank  tax  law 
only  if  it  has  a  charter,  and  it  only  is  required  to  obtain  charter  (at  least  in 
Massachusetts)  if  it  accepts  deposits  and  makes  loans.   Massachusetts  General  Law, 
Section  63  says  banks,  including  both  thrifts  and  commercial  banks,  are  chartered  by 
the  U.S.  government,  Massachusetts,  or  a  foreign  country.   For  regulatory  purposes, 
a  firm  must  accept  insured  deposits  and  make  loans  to  be  chartered  as  a  bank  in 
Massachusetts. 

Two  assumptions,  both  invalid  in  today's  banking  environment,  appear  to  have 
been  implicit  in  the  original  definition.    First,  banks  were  presumed  to  operate  in 
markets  that  were  independent  of  nonbank  competition.    Thus,  many  firms  in  the 
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financial  services  industries  are  not  subject  to  the  bank  tax  even  though  they  directly 

compete  with  banks.22   For  example,  loan  companies,  stock  brokers,  and  insurance 

companies  are  not  subject  to  the  bank  tax  because  they  do  not  accept  insured  deposits. 

Similarly,  credit  card  companies  such  as  Sear's  Discover  Card  and  American  Express 

are  not  included.   Even  bank  holding  companies  and  credit  card  subsidiaries  of  the 

holding  companies  are  not  classified  as  banks  for  tax  purposes  since  they  do  not 

accept  deposits  and  therefore,  do  not  need  bank  charters. 

The  second  assumption  implicit  in  defining  a  bank  for  tax  purposes  appears  to 

have  been  that  banking  services  only  would  be  provided  by  domiciled  banks.   Thus, 

the  Massachusetts  bank  structure,  as  in  most  states,  was  developed  to  tax  domiciled 

banks.23   However,  the  changes  in  bank  interstate  practices  that  were  described  above 

allow  banks  to  operate  in  a  state  without  a  domiciled  presence.    Nondomiciled  banks 

operating  in  Massachusetts  without  a  domiciled  subsidiary  bank  generally  are  not 

taxable  under  the  bank  structure,  though  they  may  be  taxable  through  the  corporate 

tax  framework.    For  example,  a  loan  production  office  is  taxable  under  the  excise  tax 

structure.    Branchless  banking  is  untaxed  in  the  Commonwealth. 


22See  Section  2.c.  for  a  listing  of  many  nonbank  financial  institutions. 

23In  the  past,  when  nondomiciled  banks  operated  in  the  Commonwealth  they  did 
so  only  after  setting  up  a  subsidiary  in  Massachusetts,  and  the  subsidiary  could  be 
taxed  as  a  domiciled  bank  or  in  some  cases  as  a  nonbank. 
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4.b.   Bank  Tax  Contribution  to  State  Tax  Revenues 

Bank  taxes  historically  have  been  a  significant  source  of  revenues  in  Massachusetts 
(see  Table  3).    Revenues  rose  from  $28.4  million  in  1970  to  $229.2  million  in  1987, 
a  13.1  percent  compound  annual  growth  rate.   However,  revenues  have  declined 
markedly  during  the  past  five  years  (see  Figure  5).   Inflation  adjusted  1992  revenues 
were  below  the  revenues  generated  in  1970.   Bank  tax  revenues  fell  much  more 
shaiply  during  the  recession  years  than  nonbank  coiporate  tax  revenues.    Nonbank 
corporate  revenues  are  21  percent  below  the  1987  level,  and  bank  tax  revenues  are 
73.7  percent  lower.    Much  of  the  bank  revenue  decline  appears  to  be  the  result  of 
troubles  in  the  New  England  banking  industry  and  the  U.S.  recession.    Also,  the 
decline  may  be  partially  attributable  to  banks  increasing  awareness  of  tax  avoidance 
possibilities.24  Revenues  will  rebound  less  in  a  stronger  economy  to  the  extent  that 
banks  have  become  more  astute  in  their  tax  planning.   Revenues  in  fiscal  1993  may 
be  about  $150  million,  still  well  below  the  1987  peak.25 

Bank  tax  revenues  have  usually  represented  between  1.5  and  2.5  percent  of  the 
Commonwealth's  total  tax  receipts  (see  Table  3).   However,  bank  taxes  have 
contributed  less  than  two-thirds  of  one  percent  during  the  past  two  years.    Bank  taxes 
ranged  between  12  and  18  percent  of  nonbank  corporate  tax  receipts  from  1970 


^In  the  tax  literature,  the  term  "tax  avoidance"  is  used  to  connote  the  legal  use  of 
existing  tax  statutes  to  reduce  the  taxpayer's  overall  tax  burden.   This  differs  from 
"tax  evasion"  which  refers  to  illegal  steps  to  reduce  tax  burdens. 

25This  1993  estimate  is  based  on  collections  through  January  and  the  average 
share  that  revenues  from  July  through  January  have  represented  of  the  entire  fiscal 
years'  collections. 


TABLE  3 


Massachusetts  Bank,  Corporate  and  Total  Tax  Revenue 
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Bank  Tax  Revenue 

Bank  Tax 

Corporate  Tax 

as  Percent  of 

Bank  Tax  Revenue  as 

Fiscal 

Revenue 

Revenue 

Total  Revenue 

Corporate  Tax 

Percent  of  Total 

Year 

(Thousands) 

(Thousands) 

(Thousands) 

Revenue 

Revenue 

1970 

28387 

201909 

1313132 

14.06 

2.16 

1971 

32610 

184481 

1411455 

17.68 

2.31 

1972 

33749 

213934 

1718693 

15.78 

1.96 

1973 

35435 

236209 

1949058 

15.00 

1.82 

1974 

33077 

262168 

2098576 

12.62 

1.58 

1975 

39627 

222996 

2083320 

17.77 

1.90 

1976 

37768 

271145 

2608536 

13.93 

1.45 

1977 

44111 

324821 

2811344 

13.58 

1.57 

1978 

44195 

333080 

3178544 

13.27 

1.39 

1979 

55433 

400640 

3488057 

13.84 

1.59 

1980 

70455 

438860 

3831122 

16.05 

1.84 

1981 

76504 

441922 

4193971 

17.31 

1.82 

1982 

70204 

498055 

4637363 

14.10 

1.51 

1983 

113980 

506108 

4989326 

22.52 

2.28 

1984 

106598 

569265 

5653992 

18.73 

1.89 

1985 

138319 

666423 

6411230 

20.76 

2.16 

1986 

193351 

802558 

7484159 

24.09 

2.58 

1987 

229165 

814082 

8102373 

28.15 

2.83 

1988 

219074 

771806 

8270855 

28.38 

2.65 

1989 

223471 

887059 

8816655 

25.19 

2.53 

1990 

110744 

698408 

8519334 

15.86 

1.30 

1991 

48051 

612244 

8994641 

7.85 

0.53 

1992 

60156 

643755 

9482505 

9.34 

0.63 

28 


in 

0) 

D 

•  — 
LL 


\     * 

\  \ 

\  \ 

c-""^ 

«-„».£" 

s^^*^ 

\    / 

)/> 

// 

CD 

3 

C 

"* 

*:::>> 

CD 

^^^^ 

> 

CD 

> 

DC 

/ 

3 

'-J 

*^>^ 

1- 

/        / 

-^ 

/         / 

c 

1            \ 

CO 

1             \ 

GO 

\        \ 

CO 

$3 

\         \ 
\         \ 
\          \ 

CD 

</> 

\          \ 

CO 

TO 

/ 

3 

/ 

O 

15 

c 

o 

D 

(             I 
\            \ 
\             \ 
/             / 

/ 

CO 
CO 

E 

00 

CO 

CO 

o 

2 

O) 

/ 

/               ( 
\              \ 

^ 

1 

1 

1 

\              \ 

)               ) 
/                 1 

1 

/                   1 

\                     \ 

1            — 

1 r 

\                       \ 

1 1 1 1 1 " 

00 
00 


in 

00 


CvJ 

CO 

o 


CD 
CD 


O      Q      © 

CD      rf      CNJ 

C\J       C\l       C\J      CM 


o    o 

CO      CD 


?     W     5     §     (D     ?     w 


suoww 


29 
through  1982.    Revenues  then  rose  sharply  to  28.4  percent  and  have  declined  back  to 

9.3  percent. 

The  share  of  revenues  provided  by  Massachusetts  bank  taxes  generally  has  been 
large  relative  to  many  states.    A  comparison  with  other  states  for  1989  is  given  in 
Figure  6.  Massachusetts'  bank  taxes  were  a  larger  percentage  of  nonbank  corporate 
taxes  than  any  state  in  Figure  6  between  1983  and  1988,  but  1989  is  used  as  more 
representative  of  long  term  bank  tax  performance.   Massachusetts  bank  taxes  were 
generally  a  higher  share  of  total  tax  receipts  as  well  during  this  time  period  (see 
Figure  7). 

The  income  elasticity  is  an  effective  means  for  evaluating  the  long  term 
performance  of  a  tax.    The  income  elasticity  is  calculated  as  the  percent  growth  in  tax 
revenues  divided  by  the  percent  growth  in  personal  income.   Acceptability  of  the  long 
term  performance  of  bank  tax  revenue  depends  on  whether  the  1990  through  1992 
years  represent  a  short  term  fluctuation  or  a  significant  reduction  in  the  tax's  long 
term  performance.   The  elasticity  calculations  show  the  bank  tax  performed  very 
poorly  if  the  tax  is  evaluated  through  1991,  but  performed  well  if  evaluated  through 
1989. 26  The  bank  tax  was  approximately  unit  elastic  from  1970  through  1989  and 
from  1983  to  1989  (years  between  the  two  recessions).    Unit  elastic  means  revenues 
grow  at  the  same  rate  as  personal  income,  and  is  usually  regarded  as  a  desirable 
characteristic  for  a  tax  structure.    In  both  time  periods,  bank  taxes  performed  better 
than  corporate  income  taxes.   The  corporate  taxes  grew  about  0.85  times  as  fast  as 


"Personal  income  data  only  are  available  through  1991 
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31 
personal  income.    Growth  in  revenue  at  rates  below  that  for  income  can  make  funding 

of  services  very  difficult.   However,  bank  revenues  grew  only  0.35  times  as  fast  as 

personal  income  from  1970  through  1991.   The  elasticity  was  negative  for  the  1983  to 

1991  time  period  (a  full  business  cycle). 

Massachusetts  banks  also  made  significant  payments  to  the  Division  of  Banking  for 
fees  and  examinations.    Commercial,  cooperative,  and  savings  banks  paid  $4.7 
million  in  examination  fees  and  another  $6.3  million  in  asset  based  charges  during 
1992.   The  Division  of  Banking  spends  about  one-half  of  its  receipts  for  operations, 
meaning  more  than  $5.0  million  in  fee  and  examination  revenue  was  available  for  the 
general  fund. 

Data  from  the  combined  1990  returns  of  all  banks  are  provided  in  Table  4  by  type 
of  bank  charter  and  in  Table  5  by  bank  size.27   Table  4  includes  data  summed  across 
banks  and  both  Tables  4  and  5  provide  data  for  the  average  bank.    Line  1  of  the  bank 
tax  return,  called  net  income,  is  taken  from  line  28,  Federal  Form  1120  of  the  federal 
income  tax  return.    The  sum  of  all  banks  had  negative  net  income  in  1990,  most  of 
which  was  the  result  of  poor  performance  by  national  banks.28   A  total  of  118  of  the 
351  banks  had  negative  net  income  in  1990,  and  by  category,  only  banks  with  assets 
of  less  than  $50  million  had  positive  net  income.   Lines  2  through  6  in  the  tax  return 
(and  tables)  are  adjustments  required  by  Massachusetts.    The  adjustments  generally 


27The  data  in  Tables  4  and  5  are  for  the  banks'  1990  tax  year,  not  for  the 
Commonwealth's  fiscal  years  reported  in  Table  3. 

28Data  from  1990  tax  returns  is  reported  because  they  were  available.   The  data 
are  not  representative  of  an  average  year. 
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are  deductions  or  exclusions  that  the  federal  government  allows  in  calculation  of 

taxable  income,  but  which  Massachusetts  does  not.    The  largest  adjustments  are  for 

interest  earned  on  state  and  municipal  debt;  foreign,  state  or  local  taxes  deducted  on 

the  federal  return;  and  dividends  received.   The  net  effect  of  adjustments  is  to  raise 

bank  taxable  income  relative  to  net  income,  as  shown  in  line  7.   Both  international 

and  trust  banks  had  positive  adjusted  taxable  income,  though  their  net  income  was 

negative.    Those  banks  earning  positive  income  paid  taxes,  so  a  substantial  tax 

liability  was  incurred  despite  the  negative  combined  income  of  banks.    Note,  as 

measured  by  assets,  national  banks  are  much  larger  than  the  other  bank  groups, 

followed  by  trust,  savings,  co-operative,  and  international  banks. 

4.c.    Bank  Taxes  in  Other  States 

Many  states  continue  to  impose  different  tax  structures  on  bank  and  nonbank 
corporations.    Only  about  23  states  use  the  same  structure  for  both,  though  even  in 
these  states  the  tax  code  may  have  different  features  for  the  two  types  of 
corporations.29   Given  the  history  of  federal  legislation,  states  normally  use  share, 
franchise,  or  income  taxes.    The  share  taxes  likely  remain  from  the  1800s,  when 
share  taxes  were  the  only  federally  permissible  tax  structure.    Though  termed  share 
taxes,  the  bases  differ  widely  and  include  value  of  banking  shares,  deposits,  or 
another  indicator  of  intangible  personal  property.   The  base  definition  for  corporate 
income  taxes  is  normally  a  variant  of  federal  taxable  income,  though  as  noted  above, 


29 


See  Fox  and  Kelsay  (1992). 
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interest  from  federal  securities  is  not  taxable  under  this  structure.    The  base  for 

franchise  taxes  is  either  a  measure  of  income  (like  an  income  tax)  or  the  value  of 

intangible  property  (like  a  share  tax).   Thus,  franchise  taxes  have  bases  which  are 

similar  to  either  an  income  or  a  share  tax. 

Fifteen  states  impose  an  income  tax,  40  have  a  franchise  tax,  and  7  use  share  taxes 
(see  Table  6).   These  state  totals  include  15  states  that  use  more  than  one  form  of 
taxation.   Also,  a  number  of  states  impose  franchise  taxes  using  both  an  income  and  a 
share  base.   Banks  are  taxed  with  the  single  business  tax  in  Michigan.    Louisiana, 
Nevada,  and  Wyoming  have  no  statewide  tax  on  banking. 

Tax  rates  on  income  (using  either  an  income-  or  franchise-based  tax)  range  from 
12.54  percent  in  Massachusetts  to  0  in  12  states.    Rates  on  assets  (using  either  a  share 
tax  or  a  franchise  tax)  are  more  difficult  to  compare  because  of  the  widely  different 
bases.    The  business  and  occupations  tax  in  Washington  has  the  highest  rate  (which  is 
actually  levied  on  receipts)  at  1.5  percent  and  31  states  with  a  0  rate  have  the  lowest. 

5.    Evaluation  of  Massachusetts'  Bank  Tax  Structure 

The  Special  Commission  on  Business  Tax  Policy  has  been  asked  to  evaluate  the 
Commonwealth  tax  structure  according  to  the  criteria  of  equity,  efficiency  and 
simplicity.   Most  economists  agree  that  these  criteria  are  most  likely  to  be  met  when 
all  bank  and  nonbank  corporations  are  taxed  at  the  same  effective  tax  rate. 

Economists  normally  argue  that  taxes  are  efficient,  or  neutral,  when  they  are 
imposed  so  that  any  influence  on  economic  decisions  of  people  and  businesses  is 
minimized.    The  reason  is  the  economy's  production  and  people's  wellbeing  are  at 
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Sute  Taxation  of  Banks 


Interest  from  Government- 

Corporate 

Apportion 

Franchise 

Securities  Taxable 

State's 

Other 

Income 

Franchise 

Share 

Bank  Tax 

Tax  Based 

Own 

Slates' 

Tax  Rate 

Tax  Rate 

Tax  Rate 

Liability 

on  Income 

Federal 

Bonds 

Bonds 

AL(q) 

0.0 

6.0 

1.0 

Y 

Y 

Y 

N 

Y 

AK(h,l) 

9.4 

0.0 

0.0 

Y 

N/A 

N 

N 

N 

AZ(h) 

9.3 

0.0 

0.0 

Y 

N/A 

N 

N 

Y 

ARC) 

6.5 

0.27 

0.0 

Y 

N 

N 

N 

Y 

_£A.UD 

JLQ__. 

1IJQ2- 

JLQ 

X 

X 

Y__ 

_    Y . 

__Y 

CO  (h,l) 

5.1 

0.0 

0.0 

Y 

N/A 

N 

N 

Y 

CT(h) 

0.0 

11.5 

0.0 

Y 

Y 

Y 

Y 

Y 

DE 

0.0 

8.7 

0.0 

N 

Y 

Y 

N 

Y 

DC 

0.0 

10.25 

0.0 

Y 

Y 

N 

N 

Y 

.•EL&Ji) 

JLQ 

6.0 

0.25 

a  IS 

0.0 

X 

X 

Y_- 

_    Y . 

Y 

GA  (c,d) 

Y 

N 

N 

N 

Y 

HI 

0.0 

11.7 

0.0 

N 

Y 

Y 

N 

Y 

ID(h) 

8.0 

0.0 

0.0 

Y 

N/A 

N 

N 

Y 

IL(h) 

7.3 

0.25 

0.0 

Y 

N 

N 

Y 

Y 

_JN 

JLQ 

0.0 

JL5. 
5.0 

Q.25. 

X 

X 

N_. 

_     ___N___     . 

Y 

1A 

0.0 

Y 

Y 

Y 

Y 

Y 

KS(1) 

0.0 

6.625 

0.0 

Y 

Y 

Y 

N 

Y 

KY  (c,e) 

0.0 

0.001 

0.95 

Y 

N 

N 

N 

Y 

LA  (c,m) 

0.0 

0.0 

0.0 

N 

N/A 

N 

N 

Y 

_2dEiaJ3l_ 

JLQ    . 

0.0 

JLtt 

7.0 

0,14 

0.0 

X 

X 

Y— 

.     ___N. . 

Y 

MD 

Y 

Y 

Y 

N 

Y 

MA 

0.0 

12.54 

0.0 

N 

Y 

Y 

Y 

Y 

MI(j) 
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0.0 

Y 

N/A 

N 

N 

Y 

MN  (h,n) 

0.0 

9.8 

0.0 

Y 

Y 

Y 

Y 

Y 

-MS.1UUL 

JLQ 

5.0 

Q.2S 

7.0 

JLQ 

0.05 

Ji 

Ji 

N._ 

_    tL__    . 

Y 

MO  (h,r) 

N 

Y 

Y 

N 

Y 

MT  (h) 

0.0 

7.329 

0.0 

Y 

Y 

N 

Y 

Y 

NE(o) 

0.0 

0.469 

0.0 

N 

N 

N 

N 

Y 

NV 

0.0 

0.0 

0.0 

N 

N/A 

N 

N 

N 

-HJilU. 

JLQ 

0.0 

_LQ 

9.375 

JLQ 

0.0 

Ji 

Ji 

N__ 

_     N . 

N 

NJ(h) 

Y 

Y 

Y 

Y 

Y 

NM  (b,l) 

7.6 

0.0 

0.0 

Y 

N/A 

N 

N 

Y 

NY(h) 

0.0 

10.35 

0.0 

Y 

Y 

Y 

Y 

Y 

NC 

7.905 

0.003 

0.0 

Y 

N 

Y 

N 

Y 

-NBJh) 

JLQ 

JLQ 

JLQ_ 

X. 

X 

Y__ 

.     N . 

Y 

OH  (c,h) 

0.0 

1.5 

0.0 

Y 

N 

N 

N 

N 

OK  (h) 

6.0 

0.125 

0.0 

Y 

N 

N 

Y 

Y 

OR  (h) 

0.0 

6.6 

0.0 

Y 

Y 

Y 

Y 

Y 
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TABLE  6  (Continued) 


Corporate 

Apportion 

Franchise 

State's 

Other 

PA 

0.0 

0.0 

1.25 

N 

N/A 

N 

N 

N 

.JUJliL 

.    JLO. 

0.0 

JuQ.    .. 
4.5 

—JLO. 
0.0 

Jt 

X 

N 

_„N. 

Y 

SC(g) 

N 

Y 

Y 

N 

Y 

SD(h) 

0.0 

6.0 

0.0 

Y 

Y 

Y 

Y 

Y 

TN(i) 

6.0 

0.25 

0.0 

Y 

N 

Y 

Y 

Y 

TX(p) 

0.0 

0.25 

0.0 

N 

N 

N 

N 

N 

man 

.    JLO.    . 

JLQ.     .. 

__JLft 

JL 

JL 

Y___ 

___Y 

Y 

VT 

0.0 

0.000040 

0.0 

N 

N 

N 

N 

Y 

VA 

0.0 

1.0 

0.0 

Y 

N 

Y 

N 

Y 

WA(k) 

0.0 

0.0 

0.0 

Y 

N/A 

N 

N 

N 

WV(h) 

9.0 

0.75 

0.0 

Y 

N 

N 

Y 

Y 

Wl(h) 

0.0 

8.3345 

0.0 

Y 

Y 

Y 

Y 

Y 

_jyy 

jlq.  . 

JLO.    __ 

__JLP._ 

Jl 

Ji/A__ 

B 

_H 

tt 

NOTES: 

N/A  not  applicable 


a. 
b. 
c. 
d. 

e. 


g 
h. 


k. 
1. 
m. 

n. 


P- 

q- 

r. 


The  share  tax  is  a  franchise  tax  levied  on  assets. 

Levies  a  $50  franchise  tax. 

Levies  an  intangible  property  tax. 

The  tax  listed  as  a  franchise  tax  is  a  gross  receipts  tax  on  depository  institutions. 

The  tax  listed  as  a  franchise  Ux  is  a  intangibles  tax  on  deposits.   There  is  also  an  intangibles  tax  of  1 .5%  on 

accounts  receivable,  notes,  bonds,  credits,  etc. 

Levies  a  share  tax,  but  it  is  a  credit  against  the  personal  property  tax. 

This  tax  is  an  income  tax,  but  not  the  corporate  income  tax. 

Minimum  tax  is  levied  in  the  event  no  income  is  earned. 

The  capital  stock  and  dividends  tax  paid  can  be  credited  against  the  income  tax. 

Levies  the  Single  Business  Tax  (2.3%  of  the  adjusted  tax  base). 

Not  all  state  and  local  government  interest  is  taxable. 

This  is  the  highest  marginal  tax  rate  levied  on  income. 

All  property,  including  intangibles,  is  a  taxed  at  a  rate  equal  to  the  aggregate  of  all  lawful  levies  and  is  assessed  at  a 

percentage  of  fair  market  value  or  use  value. 

There  is  an  additional  franchise  tax  equaling  the  excess  of  5.8%  of  minimum  alternative  taxable  income  over  the 

basic  tax  imposed. 

The  Nebraska  Bank  Franchise  Tax  equals  12.3  times  48.8%  of  the  maximum  corporate  income  tax  rate,  expressed  in 

cents,  multiplied  by  the  amount  of  average  deposits  of  the  financial  institution  in  thousands  of  dollars. 

The  Ux  is  the  greater  of  4.5%  of  net  taxable  earned  surplus  and  2.5%  of  net  worth. 

The  tax  listed  as  a  share  tax  is  a  tax  on  capital  stock  and  can  be  credited  against  the  excise  tax. 

Banks  may  credit  taxes  paid  under  the  corporate  income  tax  against  the  bank  franchise  tax. 


SOURCE:    Commerce  Clearing  House  State  Tax  Guide,  1993;  Alabama  State  Franchise  Tax  Board;  Connecticut 
Department  of  Revenue;  Delaware  Office  of  the  Bank  Commissioner;  Mississippi  Tax  Commission;  Missouri  Franchise 
Tax  Board;  North  Dakota  Tax  Commission;  Oregon  Department  of  Revenue;  Rhode  Island  Department  of 
Administration;  South  Carolina  Tax  Commission;  Vermont  Department  of  Banking  and  Insurance;  Virginia  Department  of 
Revenue. 
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their  highest  level  when  taxes  do  not  distort  decisions.    The  best  practical  rule  for 
limiting  tax  distortions  is  to  impose  the  same  effective  tax  rate  on  all  firms.30  An 
even  or  neutral  rate  means  that  tax  rates  will  not  make  investment  in  one  industry 
more  attractive  than  investment  in  another.31   Unless  taxes  are  imposed  at  the  same 
rate,  firms  have  an  incentive  to  shift  resources  from  production  in  industries  with  the 
highest  tax  rates  and  to  industries  with  the  lowest  tax  rates. 

Equity  is  a  difficult  concept  to  apply  to  business  taxes  in  the  same  way  that  it  is 
applied  to  personal  taxes,  since  we  often  are  uncertain  whether  business  taxes  are 
shifted  forward  to  consumers,  backwards  to  labor,  or  are  borne  by  shareholders. 
Business  taxes  can  be  evaluated  more  effectively  in  terms  of  the  benefit  principle, 


30In  theory  taxing  all  firms  at  the  same  rate  may  not  be  the  best  strategy.   The 
reason  is  that  a  corporate  income  tax  cannot  be  neutral,  since  even  if  it  does  not 
distort  the  return  to  investment  in  different  industries  it  will  distort  decisions 
regarding  the  use  of  capital  versus  labor  and  decisions  on  whether  to  incorporate. 
Given  these  distortions  (or  nonneutralities),  the  best  tax  structure  probably  would 
imply  different  rates  across  industries,  with  the  highest  tax  rates  on  those  industries 
that  are  least  able  to  adjust  their  relative  use  of  capital  versus  labor  in  response  to  tax 
rates.  However,  available  data  are  too  limited  to  reveal  how  rates  should  vary  across 
industries  to  achieve  maximum  efficiency.     Consequently,  imposing  the  same 
effective  rate  on  all  industries  is  likely  to  produce  the  least  distortion. 

31Neutrality  does  not  require  that  all  industries  and  all  firms  be  taxed  using 
exactly  the  same  structure,  only  that  the  effect  on  marginal  rates  of  return  be  the 
same.   Thus,  the  fact  that  nonbank  corporations  and  banks  are  taxed  with  different 
structures  in  Massachusetts  does  not  on  the  face  make  the  taxes  nonneutral. 

Detailed  analysis  of  neutrality  requires  examination  of  the  tax  structure  facing 
every  industry  and  the  supply  and  demand  conditions  in  every  industry  so  that  the 
ability  to  shift  taxes  to  consumers,  employees,  or  other  resource  providers  can  be 
determined.    No  studies  of  this  detail  have  been  performed  for  Massachusetts  and 
such  analysis  is  beyond  the  scope  of  this  manuscript.   Thus,  this  study  relies  solely  on 
analysis  of  the  initial  incidence  of  taxes  rather  than  on  the  final  incidence  (after 
considering  the  ability  to  shift  taxes  to  others)  and  the  assumption  is  that  equal  tax 
burdens  result  in  equal  effective  tax  rates. 
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which  proposes  that  firms  pay  taxes  in  relationship  to  the  benefits  they  receive  from 

public  services.    Again,  the  best  means  for  achieving  equitable  taxation  is  imposition 

of  an  even  tax  rate  on  all  firms.32 

Similarly,  administrative  and  compliance  costs  should  be  lower  with  an  even  tax 
rate,  and  particularly  when  the  same  tax  structure  is  imposed  on  all  firms. 
Differential  rates  require  decisions  on  which  rates  to  set  for  each  industry  and  in 
which  industry  firms  should  be  categorized.   These  decisions  entail  greater  effort  in 
auditing  firms  and  in  determining  what  rate  should  be  imposed. 

The  Massachusetts  bank  tax  structure  leads  to  very  different  tax  burdens  across 
industries.    Therefore,  the  existing  bank  tax  structure  fails  to  achieve  the  goals  of 
equity,  efficiency,  and  simplicity  laid  out  for  the  Commission.   In  fact,  the 
Massachusetts  tax  structure  encourages  banks  to  shift  the  production  of  financial 
services  outside  the  Commonwealth.   The  Massachusetts  structure  does  not  tax  the 
financial  industry  in  a  neutral  or  even  fashion  for  the  following  reasons: 

1 .  Taxes  are  levied  on  a  residence  basis  so  that  domiciled  banks  pay  taxes  to  the 
Commonwealth  and  nondomiciled  banks  do  not  pay  bank  taxes 

2.  Massachusetts  banks  are  less  competitive  in  other  states  because  they  are  taxed 
on  some  income  earned  outside  the  Commonwealth 


32Nonetheless,  the  corporate  income  tax  is  not  the  optimal  mechanism  for  taxing 
firms  according  to  the  benefits  received  from  public  services.    One  important  reason 
is  that  nonprofitable  firms  and  unincorporated  businesses  pay  no  taxes  but  both  groups 
of  firms  benefit  from  public  services.    Oakland  (1992)  argues  that  a  state  value  added 
tax  would  be  a  much  better  proxy  as  a  benefit  tax. 
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3.  The  tax  structure  requires  each  bank  member  of  a  holding  company  to  be 

treated  as  a  separate  entity  for  tax  purposes 

4.  Failure  to  include  the  entire  financial  industry  in  the  bank  tax  structure  so  that 
banks  pay  higher  taxes  than  firms  in  most  other  financial  industries 

5.  Banks  and  nonfinancial  corporations  are  taxed  with  different  structures 

6.  Imposition  of  the  highest  tax  rate  in  the  country  on  banks  and  of  a  tax  rate 
which  is  higher  than  that  imposed  on  many  other  corporations  in  the 
Commonwealth 

The  remainder  of  this  section  contains  a  description  of  how  each  issue  causes 
uneven  taxes,  and  a  discussion  of  the  resulting  problems. 

5. a.   Tax  Treatment  of  Domiciliary  and  Nondomiciliary  Banks 

The  residence  based  structure  places  Massachusetts  domiciled  banks  at  a 
competitive  disadvantage  on  their  operations  in  the  Commonwealth  and  in  their  efforts 
to  sell  services  in  other  states.    This  sub-section  addresses  the  problems  created  in 
Massachusetts,  and  the  next  sub-section  examines  the  problems  outside  the 
Commonwealth. 

Both  domiciled  and  nondomiciled  banks  provide  financial  services  in  the 
Commonwealth.   Domiciled  banks  have  higher  costs  than  nondomiciled  banks  since 
only  domiciled  banks  are  subject  to  the  Commonwealth's  bank  taxes.33  This  means 


33Nondomiciled  bank  holding  companies  may  open  bank  subsidiaries  in 
Massachusetts.    These  subsidiaries  are  domiciled  in  Massachusetts  and  are  taxed  as 
any  other  domiciled  bank. 
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domiciled  banks  must  accept  lower  rates  of  return  on  their  investment  or  they  must 

find  ways  to  raise  the  interest  rates  they  charge  or  to  increase  other  fees  for 

consumers. 

An  example  can  illustrate  how  two  hypothetical  banks,  one  domiciliary  and  one 

nondomiciliary,  are  treated  (Box  1).   Assume  each  earns  $1  million  during  a 

particular  year  making  loans  in  Massachusetts,  with  the  domiciliary  bank  having  all  of 

its  property  and  workers  in  Massachusetts  and  the  nondomiciliary  bank  having  all  of 

its  property  and  workers  in  its  home  state.34   The  domiciliary  bank  pays  $125,400 

($1,000,000  x  0.1254)  in  taxes  to  Massachusetts.    The  nondomiciliary  bank  has  no 

Massachusetts  bank  tax  liability.35 


34Thus,  the  nondomiciliary  bank  is  selling  financial  services  through  branchless 
means  or  through  a  nonbank  firm. 

35Some  tax  liability  could  exist  under  the  Massachusetts  corporate  excise  tax  if  the 
nondomiciled  bank  operated  through  a  separate  nonbank  company,  whether 
headquartered  in  the  Commonwealth  or  elsewhere. 
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Box  1 


Assumptions: 


1.  Bank  A  domiciled  in  Massachusetts. 

2.  Bank  B  domiciled  is  another  state. 

3.  Both  banks  earn  $1,000,000  operating  in  Massachusetts 

4.  Two-thirds  of  the  nondomiciled  bank's  income  is  taxable  in  the  other  state. 

5.  The  other  state  imposes  a  7  percent  tax  rate  on  bank  income. 


Bank  Taxable  Income 

Massachusetts  Tax  Liability 

A  $1,000,000 

B  0 

Other  State  Tax  Liability 

A  0 

B  666,667 

Total  Tax  Liability 
A 
B 


Tax  Rate 

Tax  Liability 

0.1254 

$125,400 

0 

0 

0.07 

$46,667 

$125,400 

$46,667 

The  nondomiciliary  bank  may  have  taxable  income  in  its  home  state,  depending  on 
the  particular  tax  law  in  effect.36  A  common  approach  when  a  nonbank  corporation 
earns  income  in  several  states  is  to  apportion  the  income  across  states  for  tax  purposes 
using  a  three  factor  formula.   The  formula  is  based  on  a  simple  average  of  the  percent 


36Legislation  in  many  states  allows  apportionment,  but  banks  in  few  state  appear 
to  be  actually  apportioning  at  this  time.   Thus,  the  entire  income  of  the 
nondomiciliary  bank  may  be  taxed  in  the  home  state.   Banks  in  California,  West 
Virginia,  New  York,  Tennessee,  and  Minnesota  may  be  exceptions. 
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of  receipts,  payroll,  and  property  iri  each  state.37   The  home  state  for  the 

nondomiciled  bank  would  have  all  of  the  payroll  and  all  of  the  property  in  this 

example,  so  it  would  be  able  to  tax  two-thirds  of  the  income.   Exactly  how  receipts 

would  be  handled  in  the  formula  is  less  obvious  since  the  other  state  could  either 

attribute  them  to  itself  or  to  Massachusetts,  depending  on  where  the  loan  was  made 

and  the  specific  attribution  rules.   Here  we  will  presume  the  receipts  are  attributed  to 

Massachusetts.    In  this  case  the  nondomiciled  firm  will  pay  taxes  on  $666,667 

($1,000,000  x  0.6667)  because  the  apportionment  formula  allows  it  to  tax  two-thirds 

of  the  income.   The  median  tax  rate  for  corporate  taxes  in  the  U.S.  is  7  percent  (in 

North  Carolina,  for  example),  so  the  tax  liability  in  the  median  state  would  be 

$46,667  ($666,667  x  .07). 

The  conclusion  of  the  example  is  the  Massachusetts  domiciled  bank  pays  $125,400 

in  taxes  and  the  nondomiciled  bank  pays  $46,667  in  taxes,  but  not  to  Massachusetts. 

The  total  tax  liability  for  some  nondomiciled  banks  could  be  zero,  depending  on  the 

apportionment  formula  in  the  state  where  the  bank  is  domiciled  and  on  whether  the 

state  has  a  tax  on  bank  income.    The  differential  tax  liability  arises  because 

Massachusetts  has  a  very  high  marginal  rate  on  bank  income,  because  Massachusetts' 


37Use  of  the  three  factor  formula  for  bank  income  is  much  less  common  than  for 
other  corporations.    The  advantages  and  disadvantages  of  alternative  formulas  are 
addressed  in  Sections  7. a. 2.,  7. a. 3.,  and  7. a. 4. 
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lack  of  apportionment  rules  may  lead  to  some  nondomiciled  bank  income  going 

untaxed,  and  because  the  tax  is  structured  on  an  origination  basis.38 

Credit  card  activity  is  a  good  example  of  Massachusetts'  problem  in  taxing 

nondomiciliary  banking  services.   The  Massachusetts  Bankers  Association  reports  that 

86  percent  of  the  credit  card  market  is  not  taxed  by  the  Commonwealth,  because  the 

credit  card  services  are  sold  through  branchless  means.39  Banks  delivering  credit  card 

services  to  the  other  14  percent  of  the  market  are  taxed  in  Massachusetts  and  will  pay 

much  higher  taxes  than  their  competition.    Securitization  of  loans  is  another  example. 

Loans  can  be  made  in  the  Commonwealth,  and  then  packaged  and  resold  as  securities 

to  nondomiciliary  financial  institutions.   Taxes  paid  on  interest  earned  by  the 

nondomiciliary  firm  will  be  lower  than  for  a  loan  held  by  a  domiciliary  bank. 

One  implication  of  the  tax  structure  is  that  a  nondomiciled  bank  minimizes  its  tax 

burden  by  continuing  to  sell  services  from  outside  the  Commonwealth,  rather  than  by 

opening  a  Massachusetts  bank.    Alternatively,  a  nondomiciled  holding  company  can 

keep  its  tax  burden  low  by  opening  a  small  Massachusetts  bank  and  delivering  most 

services  from  nondomiciled  subsidiaries. 


38The  actual  cost  of  taxes  to  corporations  also  depends  on  the  federal  corporate  tax 
liability.   The  differential  between  the  banks  would  be  lower  as  state  taxes  are 
deducted  in  calculation  of  federal  corporate  income  taxes. 

39Testimony  of  the  Massachusetts  Bankers  Association  in  Support  of  H  2378  and 
H  2568  relative  to  bank  taxation  and  competitive  equality,  March  31,  1992. 
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5.b.    Failure  to  Recognize  Income  Earned  Outside  the  Commonwealth 

A  second  problem  with  the  residence  based  tax  structure  is  domiciled  banks  pay 
taxes  to  the  Commonwealth  on  income  earned  in  other  states.   As  a  result, 
Massachusetts  banks  are  disadvantaged  on  their  operations  outside  the  Commonwealth 
because  they  are  taxed  at  Massachusetts  high  rate.   In  addition  the  Commonwealth's 
banks  may  pay  taxes  to  the  other  state. 

The  following  example  illustrates  the  problem  (Box  2).    Suppose  a  Massachusetts 
domiciled  bank  earns  $1,000,000  on  loans  made  to  businesses  located  in  North 
Carolina  and  a  North  Carolina  bank  also  earns  $1,000,000  on  activity  in  North 


Box  2 

Assumptions: 

1.  Bank  A  domiciled  in  Massachusetts. 

2.  Bank  B  domiciled  in  North  Carolina. 

3.  Both  banks  earn  $1,000,000  operating 

in  North  Carolina 

4.  None  of  Bank  A's  income  is  taxable  in 

North  Carolina. 

Bank                  Taxable  Income 

Tax  Rate 

Tax  Liability 

Massachusetts  Tax  Liabilitv 

A                        $1,000,000 

0.1254 

$125,400 

B                                0 

North  Carolina  Tax  Liabilitv 

A                               0 

0 

B                        $1,000,000 

0.07 

$70,000 

Total  Tax  Liabilitv 

A                        $1,000,000 

$125,400 

B                        $1,000,000 

$70,000 
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Carolina.   The  Massachusetts  bank  pays  $125,400  ($1,000,000  x  0.1254)  in  taxes  to 

the  Commonwealth  and  the  North  Carolina  bank  pays  $70,000  ($1,000,000  x  0.07)  in 

taxes  at  home.40  The  Massachusetts  bank  is  competitively  disadvantaged  because  it 

must  pay  $55,400  more  in  taxes,  yet  the  two  banks  must  obtain  capital  from  the  same 

national  capital  market.    Competition  prevents  the  Massachusetts  bank  from  charging 

higher  interest  rates  on  loans  outside  the  Commonwealth.   Thus,  the  Massachusetts 

tax  would  be  expected  to  lower  the  amount  of  loans  that  could  be  made  by  domiciled 

banks  and  the  tax  is  likely  to  be  borne  by  factors  located  in  Massachusetts.    The 

result  is  lower  wages  and  rents  earned  by  Massachusetts  residents  and  property.41 

The  problem  for  Massachusetts'  banks  is  exacerbated  if  North  Carolina  apportions 

coiporate  income  for  tax  purposes  (Box  3).   The  Massachusetts  bank  continues  to  pay 

$125,400  in  taxes  to  the  Commonwealth.   Assume  North  Carolina  uses  a  three  factor 

formula  based  on  payroll,  property  and  receipts  to  apportion  corporate  income  and  the 

Massachusetts  bank  has  all  of  its  payroll  and  property  at  home.   The  Massachusetts 

bank  would  pay  $23,333  in  taxes  to  North  Carolina  ($1,000,000  x  0.333  x  0.07).42 


40North  Carolina  banks  also  pay  a  franchise  tax  using  a  share  tax  base,  so  the  tax 
differential  is  not  as  great  as  the  illustration  suggests. 

41The  demand  in  Massachusetts  for  bank  employees  and  other  inputs  used  by 
banks  will  decline  with  banking  activity,  meaning  wage  rates  and  other  input  prices 
may  fall  in  Massachusetts. 

42The  Massachusetts  bank  is  presumed  to  have  nexus  in  North  Carolina.   The 
Massachusetts  bank  pays  tax  on  a  simple  average  of  its  share  of  payroll,  property,  and 
receipts  in  North  Carolina.   In  this  case,  the  bank  has  100  percent  of  the  receipts  and 
0  percent  of  the  property  and  payroll  in  North  Carolina.    These  three  percentages  are 
summed  and  divided  by  3  to  determine  the  33.3  percent  share  taxed  in  North 
Carolina. 
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Thus,  the  total  tax  burden  for  the  Massachusetts  bank  is  $148,733  ($125,400 
+23,333) 


Box  3 

Assumptions: 

1.  Bank  A  domiciled  in  Massachusetts. 

2.  Bank  B  domiciled  in  North  Carolina. 

3.  Both  banks  earn  $1,000,000  operating  in  North  Carolina 

4.  One-third  of  Bank  A's  income  is  attributed  to  North  Carolina. 

Bank                  Taxable  Income 

Tax  Rate 

Tax  Liability 

Massachusetts  Tax  Liability 

A                         $1,000,000 

0.1254 

$125,400 

B                                 0 

0 

North  Carolina  Tax  Liability 

A                         $333,333 

0.07 

$23,333 

B                        $1,000,000 

0.07 

$70,000 

Total  Tax  Liability 

A 

$148,733 

B 

$70,000 

versus  $70,000  for  the  North  Carolina  bank.    Note  that  in  total  the  Massachusetts 
bank  is  taxed  on  133  percent  of  its  income  ($1,333,333),  since  all  income  is  taxed  at 
home  plus  one-third  of  income  is  taxed  in  North  Carolina. 

The  Massachusetts  bank  is  taxed  on  200  percent  of  its  income  ($2,000,000)  if  it 
operates  in  Tennessee  rather  than  North  Carolina  (Box  4).  Tennessee  uses  a  single 
receipts  based  factor  to  apportion  income.43   The  bank  pays  $125,400  to 


43Tennessee  is  used  in  this  example  because  it  is  the  only  state  with  a  totally 
destination  based  tax  structure.    The  Box  illustrates  how  a  Massachusetts  bank  would 


actually  be  taxed  in  Tennessee. 
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Massachusetts  and  $60,000  to  Tennessee  ($1,000,000  x  0.06)  at  Tennessee's  6 
percent  tax  rate,  resulting  in  a  total  tax  burden  of  $185,400.   Few  states  are 
apportioning  the  income  of  nondomiciled  banks  at  this  time,  so  the  potential  for 
double  taxation  is  limited,  but  the  likelihood  of  double  taxation  is  growing. 


Box  4 


Assumptions: 


1.  Bank  A  domiciled  in  Massachusetts. 

2.  Bank  B  domiciled  in  Tennessee. 

3.  Both  banks  earn  $1,000,000  operating  in  Tennessee. 

4.  All  of  Bank  A's  income  is  attributed  to  Tennessee. 


Bank  Taxable  Income 

Massachusetts  Tax  Liability 

A  $1,000,000 

B  0 

Tennessee  Tax  Liability 

A  $1,000,000 

B  $1,000,000 

Total  Tax  Liability 
A 
B 


Tax  Rate 

Tax  Liability 

0.1254 

$125,400 

0 

0.06 

$60,000 

0.06 

$60,000 

$185,400 

$60,000 

5.c.  Taxing  Each  Member  of  a  Holding  Company  Separately 

In  Massachusetts,  each  bank  member  of  a  holding  company  is  treated  as  a  separate 
taxpayer,  resulting  in  potential  advantages  and  potential  disadvantages  for 


Massachusetts  banks.    The  disadvantage  for  banks  can  be  illustrated  with  a  holding 
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company  that  has  one  bank  member  that  earns  $100,000  and  one  that  loses  $100,000 

during  a  particular  year.    Under  Massachusetts'  bank  tax  law  the  profitable  bank  pays 

$12,540  in  taxes  and  the  unprofitable  bank  pays  zero.   However,  the  holding 

company  would  have  zero  income  and  zero  tax  liability  if  it  was  treated  as  a  unitary 

being.   Members  of  a  nonbank  holding  company  are  permitted  to  file  a  combined 

return  and  would  have  zero  tax  liability. 

The  advantage  for  banks  is  this  rule,  in  combination  with  Massachusetts  relatively 
high  tax  rate  and  its  taxation  of  banks  on  a  residence  principle  allows  (and 
encourages)  domiciled  bank  holding  companies  to  avoid  Massachusetts'  bank  taxes  by 
producing  services  outside  the  Commonwealth.   The  holding  company  can  offer  retail 
bank  services,  such  as  accepting  deposits,  through  a  domiciled  member  of  the  holding 
company.   Then,  a  nondomiciled  member  of  the  holding  company  can  be  established 
in  a  state  with  low  or  no  taxes  on  bank  corporations.   The  nondomiciled  member  can 
offer  credit  card  services  to  residents  of  the  Commonwealth,  operate  as  the  major 
source  of  loans  for  the  holding  company,  or  buy  loans  from  the  domiciled  member  of 
the  holding  company  and  pay  much  lower  taxes  to  another  state.    The  Commonwealth 
raises  less  tax  revenue  and  has  lower  bank  employment  as  a  result.    The  other  state  is 
beneficiary  of  the  employment  and  depending  on  its  apportionment  rules,  may  enjoy 
an  increase  in  its  tax  revenue. 

To  illustrate  this  incentive,  consider  two  bank  structures  (Box  5).    One  is  a  bank 
that  operates  solely  in  Massachusetts,  earns  $1,000,000  of  net  income,  and  pays 
$125,400  in  taxes.    The  second  is  a  bank  holding  company  that  is  domiciled  in 
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Massachusetts  and  owns  a  Massachusetts  bank  that  earns  $500,000  in  net  income  and 
a  nondomiciliary  bank  that  earns  $500,000  based  on  loans  made  in  Massachusetts. 


Box  5 

Assumptions: 

1.    Bank  A  domiciled  in  Massachusetts. 

2.    Bank  B  is  a 

holding  company  domiciled  in 

Massachusetts.. 

3.    Bank  B  has 

a  Massachusetts  (M)  and  ; 

i  nor 

i-Massachusetts  (NM)  subsidiary. 

4.    Bank  A  earns  $1,000,000  operating  in 

Massachusetts. 

5.    Bank  B  earns  $500,000  through  its  M 

subsidiary  and  $500,000  through  its 

NM  subsidiary,  both  on  operations  in 

Massachusetts. 

6.    B  is  illustrated  as  the  sum  of  M  and  NM. 

7.    Two  thirds  of  the  NM  income  is  attributable  to  another  state. 

Bank 

Taxable  Income 

Tax  Rate 

Tax  Liability 

Massachusetts  Tax  Liability 

A 

$1,000,000 

0.1254 

$125,400 

B 

$500,000 

0.1254 

$62,700 

M 

$500,000 

0.1254 

$62,700 

NM 

0 

0 

0 

Other  State  Tax 

Liability 

A 

0 

0 

B 

$333,334 

0.07 

$23,333 

M 

NM 

333,334 

0.07 

$23,333 

Total  Tax  Liability 

A 

$1,000,000 

$125,400 

B 

$833,334 

$86,033 

M 

$500,000 

$62,700 

NM 

$333,334 

$23,333 
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The  holding  company  pays  $86,033  in  taxes  to  the  two  states  in  which  the  banks  are 

headquartered.    This  tax  liability  is  the  result  of  $62,700  in  taxes  due  to 

Massachusetts  ($500,000  x  0.1254)  plus  $23,333  in  taxes  to  the  state  where  the 

second  bank  is  domiciled  ($500,000  x  .667  x  0.07).44  Further,  the  bank  holding 

company  could  increase  its  after  tax  profits,  by  lowering  its  total  tax  burden,  as  it 

shifts  more  of  its  activity  to  the  nonMassachusetts  subsidiary. 

In  addition,  treatment  of  each  bank  affiliate  as  a  separate  taxpayer  provides  an 

incentive  for  affiliates  to  sell  each  other  assets  and  services  and  price  these 

intracompany  sales  in  ways  that  minimize  their  taxable  income  in  states  with  a  high 

bank  tax  rate,  such  as  Massachusetts.    For  example,  if  one  bank  sells  loans  to  an 

affiliate,  the  price  of  the  loans  appears  as  a  cost  on  the  books  of  the  buyer  and  as 

receipts  on  the  books  of  the  seller.   By  law,  affiliated  companies  in  all  industries  are 

required  to  price  sales  and  transfers  among  themselves  "at  arm's  length  "-according  to 

the  prices  of  comparable  transactions  occurring  among  independent  firms.   In 

practice,  comparably  priced  transactions  among  independents  are  difficult  to  identify. 

With  such  little  objective  guidance  available  to  either  tax  enforcers  or  taxpayers,  a 

Massachusetts  bank  has  an  incentive  to  set  a  low  price  for  loans  sold  to  affiliates 

located  in  states  with  a  lower  bank  tax  rate  than  the  Commonwealth's.   The  low  price 

reduces  the  taxable  income  of  the  Massachusetts  bank  and  raises  the  income  (by 

lowering  the  costs)  of  the  non-Massachusetts  affiliate. 


"The  nondomiciliary  bank  is  assumed  to  be  taxable  on  100  percent  of  its  property 
and  100  percent  of  its  payroll  and  zero  percent  of  its  receipts  in  the  home  state.    The 
bank  is  taxable  at  home  on  the  simple  average  of  these  percentages,  or  66.7  percent. 
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Banks  lacking  nondomiciled  subsidiaries  are  not  able  to  benefit  from  the 

imprecision  of  pricing  inter-af filiate  transactions.    The  treatment  of  affiliates  as 

separate  taxpayers  may  result  in  unevenness  between  small  banks,  that  may  be  less 

able  to  establish  affiliates,  and  large  banks.45 

The  first  three  points  have  evidenced  that  Massachusetts  has  structured  its  bank  tax 

in  a  very  nonneutral  fashion.   Despite  the  discouragement  of  some  economists,  other 

states  often  create  nonneutral  taxes  as  well,  but  normally  with  the  intent  of  attracting 

jobs  and  other  economic  activity.46  However,  Massachusetts  has  designed  a  nonneutral 

bank  tax  which  achieves  the  reverse  -  banks  are  encouraged  to  shift  their  economic 

activity  outside  the  Commonwealth. 

5.d.    Several  Tax  Structures  for  Financial  Institutions  Taxes 

Credit  unions,  insurance  companies,  credit  card  companies,  loan  companies,  and 
other  nonbank  financial  institutions  are  taxed  with  different  structures  than  banks  and 
probably  face  nonneutral  taxation  relative  to  banks.    Even  bank  holding  companies  are 
taxed  with  a  different  structure  than  the  banks  they  own.   With  the  possible  exception 
of  insurance  companies,  banks  appear  to  pay  greater  taxes  than  their  direct 


45Small  banks,  like  large  banks,  may  resell  loans  through  a  secondary  market,  so 
they  have  some  means  to  avoid  Massachusetts'  high  taxes. 

46  Double  weighting  the  sales  factor  when  apportioning  corporate  income,  as  is 
done  by  Massachusetts  and  a  number  of  other  states,  is  one  example  of  a  structural 
characteristic  that  is  intended  to  attract  economic  activity  (See  Maury  and  Graeser, 
1993,  for  a  review).    Tax  credits  for  job  creation  are  another  example  of  non- 
neutralities  in  the  tax  structure  that  are  intended  to  encourage  economic  development 
(see  Fox  and  Murray,  1993). 
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competitors.    The  greater  tax  burden  on  banks  raises  their  costs  relative  to  their 

competitors  and  presumably  makes  it  more  difficult  for  banks  to  be  profitable  and  to 

attract  business. 

A  quick  review  can  illustrate  the  different  ways  that  financial  institutions  are  taxed. 
Credit  unions  are  not  taxable  under  either  the  bank  tax  or  the  corporate  income  tax. 
A  justification  for  leaving  credit  unions  untaxed  is,  though  Congress  has  given  states 
authority  to  tax  federal  banks,  it  has  not  sanctioned  states  to  tax  federally  chartered 
credit  unions.    Federally  chartered  credit  unions  only  can  be  taxed  on  their  real  and 
tangible  personal  property.    States  have  approached  the  exemption  in  a  variety  of 
ways,  but  generally  exempt  all  credit  unions  from  income,  franchise  and  share  taxes. 
Nonetheless,  state  chartered  credit  unions  are  taxable  in  several  states  including  Rhode 
Island,  Alabama,  and  Nebraska.    The  exemption  gives  credit  unions  a  tax  advantage, 
but  the  lack  of  neutrality  cannot  be  fully  overcome  without  congressional  legislation. 
Massachusetts  should  consider  pushing  for  Congressional  approval  to  tax  credit 
unions.   H.  B.  4037  extends  the  bank  tax  to  state  credit  unions.47 

The  major  tax  levied  on  insurance  companies  is  assessed  as  a  percentage  of 
premiums,  and  is  a  gross  receipts  rather  than  an  income  tax.48   Research  in  other 


47 Also,  the  Massachusetts  Bankers  Association  is  supporting  legislation  to  require 
credit  union  members  to  have  a  "common  bond."   A  common  bond  is  required  for 
federally  chartered  credit  unions  and  in  some  states  for  state  chartered  credit  unions. 
The  idea  is  to  limit  credit  union  expansion  unless  they  are  subject  to  the  same 
regulatory  and  tax  regimes  as  banks. 

48Insurance  companies  and  banks  compete  in  a  number  of  markets.    For  example, 
the  savings  component  of  many  insurance  policies  competes  with  saving  options  at 
banks. 
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states  has  concluded  that  gross  receipts  taxes  on  insurance  companies  are  a  greater 

percentage  of  their  net  income  than  the  income  tax  which  is  imposed  on  banks  and 

other  firms.49  However,  the  final  conclusion  on  whether  banks  or  insurance 

companies  face  the  greater  tax  burden  depends  on  the  assumption  about  which  has  the 

greater  ability  to  shift  taxes  to  consumers,  labor,  or  others.   Also,  the  high  bank 

excise  tax  rate  in  Massachusetts  will  make  bank  and  insurance  company  taxes  much 

closer. 

Loan  companies,  credit  card  companies  and  others  are  taxed  through  the  nonbank 
corporate  tax  structure  and  are  subject  to  the  net  worth  tax  of  $2.60  per  $1000  and 
the  9.5  percent  corporate  income  tax.   Bank  holding  companies  can  choose  to  be 
taxed  though  a  0.33  percent  levy  on  gross  income  in  lieu  of  the  nonbank  tax  structure. 
Bank  holding  companies  adopt  this  option  relatively  infrequently. 

Tannenwald  (1988)  estimated  the  tax  liability  for  a  representative  nondepository 
credit  institution  such  as  a  loan  company,  and  compared  the  tax  burden  with  a 
representative  bank.   His  fictitious,  representative  nonbank  credit  institution  was 
created  using  data  for  all  profitable  nonbank  institutions.   Thus,  the  firm  represented 
the  average  characteristics  of  all  such  firms  and  the  tax  burden  was  the  average  tax 
liability. 

The  Tannenwald  study  was  updated  by  Special  Commission  Staff  using  data  for 
1987,  1988,  and  1989  (see  Table  7).   The  tax  burden  for  the  representative 
nondepository  is  comparable  to  a  9.6  percent  tax  rate  on  net  income  versus  an 


49See  Fox  (1991). 
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TABLE  7 

A  Comparison  of  the  Massachusetts  Tax  Burden  of  a  Representative  Bank 
With  That  of  a  Representative  Nondepository  Credit  Institution 


1.  Net  income  before  federal,  state,  and  local  taxes 

2.  Federal  taxable  income 

3.  -  Deduction  for  dividends  permitted  under  Massachusetts  law 

4.  +  Federal  deduction  for  dividends  received 

5.  +  Federal  deductions  for  net  loss  carryovers 

6.  +  Federal  deduction  for  taxes  paid 

7.  +  Federal  exclusion  for  interest  on  state  and  local  obligations 

8.  Equals:  Estimated  Massachusetts  taxable  income 

9.  Estimated  Massachusetts  income  tax 

10.  Net  Worth 

11.  -  Property  taxable  at  local  level 

12.  +  Mortgage  indebtedness 

13.  Equals:  Estimated  taxable  net  worth 

14.  Estimated  net  worth  tax 

15.  Total  Massachusetts  income  and  net  worth  taxes  as  a  percent  of  net  income 
(tax  burden)  [(row  9  +  row  14)/row  1]  X  100 


Bank 

Nondepository 

Credit 

Institution 

(1) 

(2) 

$10,000,000 

$10,000,000 

5,797,029 

6,586,677 

Not  permitted 

588,494 

147,652 

435,933 

1,751,922 

n.a. 

1,418,885 

1,087,801 

732,326 

943,376 

9,847,764 

8,465,293 

1,234,910 

804,203 

n.a. 

72,864,214 

n.a. 

14,543,628 

n.a. 

98,960 

n.a. 

58,418,946 

n.a. 

151,889 

12.35% 

9.6% 

n.a.:  not  applicable 

Sources:  Calculations  by  the  staff  of  the  Massachusetts  Special  Commission  on  Business  Tax  Policy  and  U.S.  Internal  Revenue 
Services,  Corporation  Source  Book, 

Statistics  of  Income.  1987,  19&8,  and  1989. 
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average  of  12.35  percent  for  banks.50  Thus,  the  tax  burden  on  banks  is  estimated  to 

be  28.6  percent   greater  than  the  burden  placed  on  nondepositories. 

The  example  of  a  bank  earning  $1,000,000  can  be  used  to  compare  the  tax  liability 

of  depository  and  nondepository  financial  institutions  (Box  6).   Bank  A  pays  $123,500 

in  taxes  and  a  nondepository  financial  institution  with  the  same  $1,000,000  in  income 

pays  only  $96,000  ($1,000,000  x  0.096)  in  Massachusetts  taxes,  even  though  both 

firms  may  be  delivering  the  same  financial  service.    Further,  the  differential  tax 


Box  6 
Assumptions: 

1 .  Bank  A  domiciled  in  Massachusetts. 

2.  Firm  B  is  a  nonbank  financial  institution  headquartered  in  Massachusetts. 

3.  Bank  A  and  Firm  B  both  earn  $1,000,000  making  loans  in  Massachusetts. 

4.  The  effective  tax  rate  on  nonbank  financial  institutions'  income  is  9.6  percent 
and  for  banks  is  12.35  percent. 

Bank  Taxable  Income  Tax  Rate  Tax  Liability 

A  $1,000,000  0.1235  $123,500 

B  $1,000,000  0.096  $96,000 


structure  gives  banks  the  incentive  to  form  subsidiaries  which  are  taxable  as 
nonbanks.   For  example,  the  bank  can  reduce  its  tax  liability  from  $123,500  to 
$109,750  if  it  can  move  one-half  of  its  income  into  a  nonbank  subsidiary.   The  bank 
would  owe  $61,750  in  taxes  on  income  taxed  as  a  bank  ($500,000  x  0.1235)  plus 


50The  tax  burden  for  nondepositories  is  lower  than  the  10.4  percent  Tannenwald 
found  in  the  initial  study,  substantially  because  of  the  loss  carry  forward  provision 
available  for  nonbanks. 
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$48,000  on  its  nonbank  income  ($500,000  x  0.096).    A  bank  owned  mortgage 

company  is  one  form  of  a  nonbank  subsidiary. 

The  nonbank  subsidiaries  of  nondomiciled  multi-state  financial  institutions  which 

operate  in  Massachusetts  may  be  taxable  under  the  corporate  excise  tax,  but  their  tax 

liability  likely  is  very  small.    For  example,  loan  production  offices,  though  taxable 

through  the  corporate  excise  tax  will  have  very  little  taxable  presence  because  interest 

is  not  included  in  the  receipts  factor  and  payroll  and  property  are  very  limited  for  a 

loan  production  office. 

5.e.    A  Different  Tax  Structure  for  NonBank  Corporations 

This  section  further  considers  differences  between  bank  and  nonbank  tax 
structures.    In  Massachusetts,  nonfinancial  corporations  also  pay  the  9.5  percent 
corporate  income  tax  and  the  $2.60  per  $1000  net  worth  tax  rate.    A  study  by  the 
Executive  Office  of  Administration  and  Finance  found  the  effective  tax  rate  on  banks 
is  10  to  20  percent  higher  than  for  other  corporations.51   The  analysis  reported  in 
Table  5  suggests  the  differences  could  be  even  greater.    However,  actual  liability  as  a 
percent  of  corporate  income  for  individual  firms  depends  on  a  corporation's  net  worth 
relative  to  its  profitability.   Only  relatively  unprofitable  firms  would  have  a  greater 
tax  liability  with  the  nonbank  structure  than  with  the  bank  structure.    Specifically, 


51This  is  the  most  recently  available  study,  despite  having  been  undertaken  in 
1984. 
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firms  having  net  income  of  less  than  8.6  percent  of  worth  would  have  greater  tax 

liability  with  the  nonbank  structure.52 

Several  other  differences  between  the  bank  and  nonbank  tax  structures  complicate 

comparison  of  the  tax  burdens.53   One  example  is  nonbank  corporations  are  permitted 

to  apportion  income  across  states  using  a  three  factor  formula.   Thus,  Massachusetts 

taxes  the  share  of  income  corresponding  to  the  average  of  the  corporations'  payroll, 

property,  and  double  weighted  sales  which  are  located  in  the  Commonwealth. 

Apportionment  allows  domiciled  nonbank  corporations  to  pay  taxes  on  only  a  share  of 

total  corporate  income  while  domiciled  banks  must  pay  on  100  percent  of  income. 

On  the  other  hand,  nondomiciled  corporations  must  apportion  a  share  of  income  to 

Massachusetts  but  nondomiciled  banks,  including  members  of  Massachusetts  holding 

companies,  are  not  required  to  apportion  income  to  the  Commonwealth.   Failure  to 

apportion  the  income  of  nondomiciled  banks  makes  it  easier  for  both  domiciled  and 

nondomiciled  banks  to  avoid  taxes.    Other  differences  in  the  bank  and  nonbank  tax 

structures  include  treatment  of  loss  carryforwards  and  availability  of  special  tax 

credits. 


52The  total  tax  liability  is  greater  for  nonbank  corporations  when  the  net  worth  tax 
burden  as  a  share  of  corporate  income  is  greater  than  the  corporate  and  bank  income 
tax  rate  differentials.   The  net  worth  tax  is  a  greater  burden  when  net  worth  is  11.7 
times  or  more  greater  than  net  income  (calculated  as  the  difference  between  the  bank 
and  nonbank  income  tax  rates  divided  by  the  net  worth  tax  rate).   A  company's  value 
is  more  than  11.7  times  greater  than  its  income  when  its  rate  of  return  on  net  worth  is 
less  than  8.6  percent. 

"See  section  7.d. 
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Structural  differences  in  the  bank  and  corporate  taxes  raise  some  uncertainty 

whether  a  bank  holding  company,  viewed  as  a  single  business,  will  pay  more  or  less 

taxes  than  a  unified  nonbank  corporation.   But  it  seems  very  likely  that  businesses 

will  have  widely  different  tax  burdens  while  using  these  disparate  tax  systems. 

5.f.   Massachusetts  Imposes  a  High  Marginal  Tax  Rate 

Banks  domiciled  in  Massachusetts  pay  higher  tax  rates  on  each  additional  dollar  of 
income  than  do  banks  in  other  states  (see  Table  4).   Figure  8  illustrates  the 
comparison  with  selected  other  states,  though  the  nominal  tax  rates  shown  here  fail  to 
fully  summarize  the  differences  in  tax  liabilities.   High  tax  rates  on  domiciled  banks 
are  an  important  reason  for  the  problems  identified  in  points  5. a.  through  5.e. 
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6.    Massachusetts1  Bank  Tax  and  Economic  Development 

Increasing  the  rate  of  economic  growth  is  a  primary  goal  for  most  state 
governments,  and  tax  systems  frequently  are  designed  with  this  goal  in  mind.   This 
section  examines  effects  which  the  Commonwealth's  bank  tax  structure  can  be 
expected  to  have  on  economic  growth. 

Bank  taxes  can  influence  economic  development  directly  and  indirectly.    Taxes 
have  a  direct  influence  through  impacts  on  employment  and  income  generation  in  the 
banking  industry.    Bank  taxes  have  indirect  influences  on  other  industries  through 
multiplier  effects  and  through  access  to  credit. 

6. a.    Situs  of  Banking  Activity 

The  best  way  to  evaluate  economic  development  implications  of  bank  taxes  is  to 
begin  with  consideration  of  what  banks  do.   In  a  simplistic  sense,  the  functions 
performed  by  banks  can  be  categorized  in  two  groups.    First,  banks  undertake  retail 
functions,  such  as  making  loans  and  accepting  deposits.    Second,  banks  perform 
production  and  wholesaling  activities  such  as  clearing  checks,  operating  credit  card 
processing  centers,  and  reselling  and  holding  loans.   The  importance  of  the  distinction 
between  retail  and  wholesale  activities  is  that  retail  functions  often  must  be  located 
near  the  financial  market,  but  wholesaling  functions  can  be  located  almost  anywhere 
in  the  U.S.   Retail  functions  offered  through  branchless  banking,  also  can  be 
produced  almost  anywhere. 

Tax  structures  may  have  little  implication  for  location  of  market  oriented  retailing 
functions.   These  activities  will  be  located  near  the  consumer  and  the  only  effect  of 
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taxes  may  be  to  raise  the  price  at  which  services  are  sold  to  consumers.  However, 

taxes  may  be  of  importance  to  where  production,  wholesaling,  and  branchless  banking 
services  originate. 

As  has  been  described  above,  Massachusetts  levies  a  higher  marginal  tax  rate  on 
bank  income  than  any  other  state  and  imposes  bank  taxes  using  a  residence  based 
system.   High  tax  burdens  raise  costs  of  doing  banking  business  in  Massachusetts  vis- 
a-vis other  states  and  can  place  the  Commonwealth's  banks  at  a  relative  disadvantage. 
However,  taxes  are  only  one  factor  influencing  where  banking  activity  occurs.    Other 
factors  include  wage  costs,  availability  of  appropriately  skilled  labor,  state  bank 
regulations,  and  telecommunications  infrastructure  capabilities.   Thus,  whether  taxes 
actually  affect  location  decisions  of  banks  is  an  empirical  question. 

Banks  can  engage  in  tax  avoidance  in  three  general  ways.    First,  they  can  shift 
where  they  hold  assets.    For  example,  banks  can  reduce  their  tax  liability  on  loans 
made  in  Massachusetts  by  securitizing  the  loans  and  reselling  them  to  a  member  of 
the  holding  company  domiciled  in  another  state.    Second,  banks  can  change  their 
portfolios  to  hold  different  types  of  assets.    For  example,  banks  could  hold  higher 
risk,  higher  return  assets  in  high  tax  jurisdictions  or  they  could  hold  federal  bonds  in 
states  that  do  not  tax  the  interest  from  such  bonds.   Third,  banks  can  locate  some  of 
their  economic  activity,  such  as  employment,  in  low  tax  areas  and  sell  services  into 
high  tax  states  like  Massachusetts.    Thus,  Citibank  has  located  its  credit  card  facility 
in  South  Dakota  rather  than  New  York,  and  the  credit  card  activity  of  all  but  one  of 
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Massachusetts  largest  banks  has  been  sold  to  out-of-state  firms.54   Location  of  banking 

activity,  including  situs  of  employment  and  earned  incomes,  is  the  major  concern  of 

most  state  policymakers  and  the  issue  addressed  further  here.    Resiting  of  assets  and 

altered  portfolio  decisions,  though  not  directly  affecting  economic  activity,  can  reduce 

bank  tax  revenues. 

6.b.    Do  Banks  Avoid  Massachusetts'  Taxes? 

Considerable  research  has  been  undertaken  on  the  effects  of  state  and  local 
government  taxes  on  business  location,  though  most  of  the  work  has  focused  on 
manufacturing  or  on  the  entire  economy.55   Synthesis  of  the  location  research  leads  to 
the  conclusion  that  high  taxes  reduce  manufacturing  and  total  employment  in  a  state, 
but  the  effects  of  taxes  are  modest  and  may  be  of  limited  public  policy  importance. 

Taxes  may  be  more  important  in  the  location  of  production  and  wholesaling 
activities  of  banks  than  in  the  location  of  manufacturing  facilities.    The  reason  is 
transportation  costs  for  inputs  and  outputs,  which  frequently  dominate  location 
decisions  for  manufacturing  firms,  are  much  less  important  for  banking  activity. 


^Letter  from  Alan  Morse,  U.S.  Trust  Co.  to  Jonathan  F.  Light,  Massachusetts 
Department  of  Revenue,  December  28,  1990.   The  sale  of  credit  card  functions 
probably  has  occurred  because  the  Massachusetts  business  climate  for  credit  card 
activity,  which  includes  effects  of  high  taxes,  is  very  poor.    A  recent  DRI/McGraw 
Hill  study  concluded  that  Massachusetts  is  the  least  attractive  state  for  credit  card 
firms. 

55For  surveys  of  the  literature  see  Fox  and  Murray  (1993),  Wasylenko  (1991),  and 
Bartik  (1991). 


63 
Little  research  has  examined  determinants  of  where  banking  activity  occurs.    The 

sparse  research  identifies  a  limited,  but  growing  effect  of  states'  fiscal  structures  on 

the  location  of  banking  activity.   Fox  and  Black  (1993)  found  some  evidence  that  tax 

structures  are  important  determinants  of  the  siting  of  banking  activity,  and  that  the 

trend  is  towards  a  greater  effect  of  taxes  on  situs.    Also,  they  conclude  that  Delaware 

and  South  Dakota  have  been  effective  in  attracting  banking  through  a  combination  of 

favorable  regulatory  policies  and  low  taxes.   Unfortunately,  influences  of  the  tax  and 

regulatory  environment  cannot  be  disentangled.    Finally,  allowing  interstate  banking  is 

consistent  with  more  banking  activity  in  a  state.   Wasylenko  and  McGuire  (1985) 

found  no  evidence  that  state  corporate  income  tax  rates  were  important  determinants 

of  the  percentage  growth  in  the  Finance,  Insurance,  and  Real  Estate  industry.   Their 

results  indicated  that  high  individual  income  tax  rates  for  upper  income  residents 

discourage  development  of  the  industry,  but  subsequent  work  has  failed  to  support  this 

finding. 

Research  detects  a  smaller  influence  of  taxes  on  the  location  of  banking  activity 

than  was  anticipated  a  priori,  but  several  important  observations  should  be  noted. 

First,  the  most  likely  reason  that  research  has  uncovered  little  effect  of  taxes  is  that 

banks  have  only  recently  enjoyed  the  technological  capability  and  regulatory  leeway  to 

alter  such  behavior  easily.   Interstate  banking,  branchless  banking,  and  new  banking 

technologies  all  have  emerged  very  recently.    Larger  effects  of  taxes  can  be  expected 

as  banks  become  more  astute  at  resiting  their  activities  in  response  to  tax  differentials. 
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Second,  the  Wasylenko  and  McGuire  research  evidences  that  unusually  high  tax 

burdens  have  a  much  more  than  proportionate  influence  on  location  of  economic 

activity  than  do  small  tax  differences.   Thus,  the  Massachusetts  banking  industry  may 

be  at  a  disadvantage  even  if  the  negative  economic  consequences  of  taxes  normally 

are  very  small  because  Massachusetts  tax  burdens  appear  to  be  above  national  norms. 

Third,  though  Delaware  and  South  Dakota  have  succeeded  in  attracting  banking 

activity,  other  states  seeking  to  emulate  these  two  have  been  much  less  successful. 

6.c.    Nonbank  Economic  Effects 

Bank  taxes  can  influence  nonbank  employment  and  income  generation  in  two 
ways.   Incomes  earned  by  employees  and  suppliers  of  the  banking  industry  result  in 
additional  job  creation  as  the  incomes  are  spent  and  respent  in  Massachusetts.    This 
process,  often  termed  the  multiplier  effect,  can  be  of  considerable  importance.    The 
multiplier's  size  depends  on  many  factors,  but  a  reasonable  rule  of  thumb  based  on 
research  with  state  econometric  models,  is  that  the  state  level  multiplier  is  around  2 
for  banking  services  produced  for  sale  outside  the  Commonwealth.   This  means  about 
as  many  jobs  and  as  much  income  is  created  in  other  industries  as  in  the  banking  and 
supplier  industries.   Thus,  banking  lost  because  of  high  taxes  has  important  effects  on 
other  industries. 

Also,  the  Commonwealth's  economy  is  diminished  to  the  extent  that  taxes 
discourage  banking,  and  less  banking  means  less  available  credit.    The  extent  of 
economic  loss  depends  on  two  linkages:  the  effect  of  taxes  on  the  presence  of  banking 
and  the  relationship  between  banking  and  availability  of  credit.    These  linkages  are 


65 
difficult  to  measure  making  the  extent  of  economic  effects  hard  to  quantify.   A 

reasonable  expectation  is  that  most  lending  activity  would  continue  in  the 

Commonwealth  even  with  a  reduced  banking  sector.   Insurance  companies, 

nondomiciled  banks,  and  other  substitute  lenders  would  provide  funds.   Still,  small- 

and  medium-sized  firms  and  emerging  local  businesses  may  be  harmed  by  a  reduced 

local  banking  sector  in  Massachusetts.    Less  available  credit  for  these  firms  could  be 

detrimental  to  the  overall  economy,  since  small  and  new  firms  have  been  the  source 

of  much  U.S.  job  creation  in  recent  years. 

7.    Alternatives  for  Restructuring  Massachusetts  Bank  Tax 

The  above  sections  have  illustrated  that  the  Commonwealth's  tax  system  is  very 
uneven,  at  least  in  part  because  the  regulatory  based  definition  of  banks  and  the  tax 
structure  that  developed  were  designed  for  a  time  when  interstate  banking  did  not 
occur.    The  changing  banking  environment  has  made  the  current  definition  of  banks 
and  the  current  tax  structure  inappropriate  for  today.   Firms  in  the  banking  industry 
are  likely  to  pay  a  greater  percentage  of  profits  in  taxes  than  are  firms  in  many  other 
industries.   The  higher  tax  burdens  on  banks  mean  taxes  are  not  equitable  since  they 
bear  no  relationship  to  benefits  from  public  services.    Second,  the  tax  structure  is 
inefficient,  making  investment  in  the  banking  industry  look  less  attractive  than 
investment  in  other  industries.    Third,  production  of  banking  services  in 
Massachusetts  (whether  for  consumption  inside  or  outside  the  Commonwealth)  is 
taxed  more  heavily  than  banking  services  produced  in  other  states.   This  discourages 
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production  of  banking  services  in  Massachusetts.    Finally,  large  multi-state  banks  may 

be  advantaged  relative  to  small,  single  state  banks. 

This  section  identifies  specific  components  of  the  tax  system  that  must  be 

restructured  to  offset  existing  disadvantages  including:   the  geographic  distribution  of 

income,  definition  of  tax  base,  level  of  tax  rates,  definition  of  the  taxable  entity,  and 

definition  of  nexus.    Alternative  means  for  restructuring  the  tax  system  are  identified 

and  examined  in  terms  of  their  strengths  and  weaknesses.    Criteria  for  examining 

alternatives  for  the  tax  system  are  neutrality,  equity,  simplicity,  and  revenue  impacts. 

Specific  recommendations  are  not  made. 


7. a.    Geographic  Distribution  of  Income 

A  reasonable  mechanism  must  exist  for  determining  where  the  income  of  multistate 
and  multinational  corporations  is  to  be  taxed.    Determination  of  where  income  is 
taxed  is  important  to  banks  with  multistate  and  multinational  operations  and  to  banks 
that  have  placed  loans  in  another  state  or  have  other  means  of  earning  income  outside 
the  Commonwealth.    The  current  Massachusetts  tax  structure  has  addressed  the  issue 
of  geographic  distribution  of  income  in  the  simplest  of  ways.   In  general  terms,  bank 
taxes  are  imposed  on  all  income  earned  by  domiciled  banks  and  on  no  income  earned 
by  nondomiciled  banks.    As  described  above,  this  residence  based  system  differs  from 
that  used  in  nearly  every  state  and  that  used  by  the  Commonwealth  for  other 
industries. 
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Two  major  alternatives  exist  for  the  banking  industry:  a  dual  tax  system  and  an 

apportioned  system.56  Each  will  be  considered  in  succession. 

7.a.  1.  Dual  Tax  Structure 

The  dual  tax  structure  has  a  separate  framework  for  domiciled  and  nondomiciled 
corporations.57   Domiciled  corporations  are  taxed  on  a  residence  basis,  meaning  they 
must  pay  taxes  on  100  percent  of  their  income  regardless  of  where  it  is  earned,  just  as 
with  the  current  system.    The  major  difference  from  the  existing  system  for  domiciled 
banks  is  the  dual  structure  allows  a  credit  for  taxes  paid  to  other  states.58  With  the 
dual  structure,  nondomiciled  banks  are  taxed  in  the  Commonwealth  on  an  apportioned 
share  of  their  income  instead  of  the  existing  system  which  leaves  nondomiciled  state 
banks  untaxed. 

Apportionment  of  nondomiciled  bank  income  makes  the  tax  burden  for  domiciled 
versus  nondomiciled  banks  more  equitable  and  more  neutral.    Thus,  the  dual  structure 
reduces  incentives  to  produce  banking  activity  outside  of  Massachusetts  for  sale  in 
Massachusetts. 

The  dual  tax  structure  is  non-neutral  in  two  important  ways.    First,  banks  still 
would  be  taxed  at  higher  rates  than  nonbank  corporations  unless  bank  tax  rates  are  lowered. 


"Separate  accounting  for  the  income  earned  in  each  state  is  frequently  discussed 
as  well,  but  is  excluded  here  since  the  use  of  apportionment  formulas  has  been  much 
more  common  across  the  U.S. 

57See  McCray  (1990)  for  a  complete  discussion  of  the  dual  structure.    Indiana  has 
adopted  a  dual  structure  for  taxing  banks. 

58Taxes  paid  on  income  earned  in  foreign  countries  has  not  been  effectively 
addressed  with  the  dual  structure. 
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Second,  the  disadvantage  of  producing  banking  services  in  Massachusetts  for  sale 

to  residents  of  other  states  is  not  eliminated  with  the  dual  structure.    The  dual 

structure  effectively  taxes  domiciled  banks  at  the  higher  of  the  Massachusetts  and  the 

other  state's  rate.   An  example  can  illustrate  the  problem.   Suppose  a  Massachusetts 

bank  earns  $1,000,000  operating  in  Tennessee  (Box  7).59  Tennessee  charges  the  bank 

$60,000  ($1,000,000  x  0.06)  in  corporate  excise  tax  based  on  its  6  percent  tax  rate. 


Box  7 


Assumptions: 


1 .  Bank  A  domiciled  in  Massachusetts. 

2.  Bank  B  domiciled  in  Tennessee. 

3.  Both  banks  earn  $1,000,000  on  operations  in  Tennessee. 

4.  Bank  A  receives  a  credit  in  Massachusetts  for  taxes  paid  in  Tennessee. 

5.  All  of  Bank  A's  income  is  attributed  to  Tennessee. 


Bank 


Taxable  Income 


Tax  Rate 


Tax  Credit 


Massachusetts  Tax  Liability 

A  $1,000,000 

B  0 

Tennessee  Tax  Liability 

A  $1,000,000 

B  $1,000,000 

Total  Tax  Liability 
A 
B 


Tax 
Liability 


.1254 

$70,000 
0 

$55,400 

0.07 

$70,000 

0.07 

$70,000 

$125,400 
$70,000 

59Tennessee  is  an  appropriate  example  because  it  taxes  one  hundred  percent  of  the 
income  that  the  Massachusetts  bank  earns. 
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Massachusetts  gives  the  bank  a  credit  for  taxes  paid  to  Tennessee,  and  this  prevents 

the  bank  from  being  taxed  more  than  once  on  the  income.   However,  the  residence 

based  system  leads  to  $125,400  in  taxes  owed  to  the  Commonwealth  ($1,000,000  x 

0.1254)  less  the  $60,000  paid  in  taxes  to  Tennessee.    In  total  the  bank  pays  Tennessee 

$60,000  and  Massachusetts  $65,400  ($125,400  -  $60,000)  for  a  tax  liability  of 

$125,400.    Other  banks  operating  in  Tennessee,  regardless  of  their  domicile,  would 

have  only  a  $60,000  tax  burden.    Thus,  the  dual  system  effectively  leaves  domiciled 

banks  paying  taxes  at  the  higher  Massachusetts  rate  on  their  out-of-state  activities, 

continuing  to  discourage  production  of  banking  services  in  the  Commonwealth. 

Administrative  and  compliance  costs  with  a  dual  tax  system  are  greater  than  with 
the  current  system  because  more  banks  pay  taxes  and  because  apportionment  factors 
must  be  calculated.   However,  these  compliance  costs  are  not  overly  burdensome 
relative  to  costs  imposed  on  nonbanking  corporations.    The  dual  tax  system  would 
have  little  impact  on  administrative  and  compliance  costs  for  domiciled  banks.   Note 
that  domiciled  banks  are  not  protected  from  calculating  apportionment  factors  because 
the  factors  likely  will  be  used  in  determining  taxable  income  in  other  states. 

The  dual  tax  system  is  anticipated  to  raise  additional  revenue.    Estimates  are  that 
domestic  banks  would  receive  credits  of  only  $1  to  $2  million  for  taxes  paid  to  other 
states,  but  apportionment  of  nondomiciled  bank  income  would  yield  $5  to  $7 
million.60  However,  thisis  a  short  run  calculation.   Revenues  could  be  decreased  or 


60Letter  from  Commissioner  Stephen  W.  Kidder,  Massachusetts  Department  of 
Revenue,  to  Senator  Patricia  McGovern,  Chairman  Senate  Committee  on  Ways  and 
Means,   June  4,  1990. 
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actually  could  decline  if  domiciled  banks  shift  their  activity  to  avoid  Massachusetts' 

taxes.    Further,  revenues  with  the  dual  tax  system  may  be  less  predictable  than  the 

current  tax  structure,  since  the  credit  for  domiciled  banks  is  determined  by  tax  rate 

and  tax  base  decisions  in  other  states.61 

7.a.2.   Apportioned  Income 

Apportioned  tax  structures  allocate  a  share  of  domiciled  and  nondomiciled  bank 
income  to  the  Commonwealth  based  on  a  proxy  for  where  banks  earn  their  income. 
An  apportioned  system  would  treat  nondomiciled  banks  the  same  as  the  dual  system, 
but  differs  from  the  dual  system  for  domiciled  banks,  because  the  residence  based 
system  would  be  replaced  with  apportionment. 

The  major  advantage  of  an  apportioned  structure  is  the  tax  system  is  neutral  for 
banks  producing  financial  services  for  consumption  inside  or  outside  the 
Commonwealth.62  The  neutral  tax  burden  means  no  disincentive  to  produce  bank 
services  in  Massachusetts.    Taxes  on  banking  services  would  be  determined  by  the  tax 
laws  where  banking  services  are  sold  rather  than  where  they  are  produced.63  Thus, 
Massachusetts  banks  would  be  in  a  better  position  to  produce  banking  services  for 


61  Revenue  losses  could  be  limited  by  setting  the  maximum  tax  credit  equal  to  the 
other  state's  tax  rate  times  the  Massachusetts  tax  base.   However,  administrative 
burdens  rise  when  the  credit  is  set  at  any  value  other  than  the  actual  tax  liability. 

"Neutrality  only  exists  to  a  full  extent  with  a  destination  based  formula.   The 
structure  will  be  less  neutral  with  a  source  based  formula  or  to  the  extent  that 
administrative  problems  prevent  a  true  destination  tax.    See  section  7. a. 4. 

63The  apportionment  rules  are  an  important  aspect  of  the  degree  to  which  this  is 
true.    The  rules  are  discussed  in  Section  7. a. 5. 
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sale  inside  and  outside  (including  overseas)  of  the  Commonwealth.   For  example,  in 

Box  7  a  Massachusetts'  bank  would  pay  $60,000  to  Tennessee  if  $1,000,000  of  its 

income  was  apportioned  to  Tennessee.    The  bank  would  owe  no  tax  liability  to 

Massachusetts  based  on  this  portion  of  its  income. 

Massachusetts  banks  selling  services  in  states  that  are  using  source  tax  rules,  like 
New  York,  would  have  little  or  no  tax  burden  in  the  other  state  and  would  pay  no  tax 
to  Massachusetts.    The  income  could  be  thrown  back  or  thrown  out  of  the  formula 
(see  Section  7. a. 5.)  so  that  it  is  taxed. 

Both  domiciled  and  nondomiciled  banks  would  pay  $125,400  in  taxes  to  the 
Commonwealth  if  they  earn  $1,000,000  operating  in  Massachusetts.    In  addition,  the 
tax  burden  for  domiciled  and  nondomiciled  banks  would  be  even  so  that  tax  equity 
would  be  achieved  between  the  banks.   However,  a  nondomiciled  bank  headquartered 
in  New  York  could  be  taxed  at  the  source,  in  New  York,  and  at  the  destination,  in 
Massachusetts,  meaning  a  nondomiciled  bank  could  be  taxed  twice  on  the  same 
income. 

Administrative  burdens  should  be  similar  to  the  dual  system.    Domiciled  banks 
will  apportion  income  for  Massachusetts'  tax  purposes,  but  little  change  in  total 
compliance  costs  should  result  because  domiciled  multi-state  banks  may  be  required  to 
apportion  income  when  calculating  tax  burdens  in  other  states. 

Massachusetts  may  lose  some  revenues  with  an  apportioned  structure.    Little  data 
are  available  for  estimating  the  revenue  losses  with  an  apportioned  structure,  so  there 
is  a  risk  that  estimates  are  substantially  in  error.    The  Department  of  Revenue 
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estimated  that  $6  to  $9  million  in  revenue,  primarily  paid  to  Massachusetts  by 

domiciled  banks,  would  be  lost  by  apportioning  income,  though  $5  to  $7  million 

would  be  gained  from  the  ability  to  tax  nondomiciled  banks.64   Any  revenue  loss  may 

be  modest  because  most  Massachusetts  banks  have  engaged  in  interstate  banking  by 

establishing  subsidiary  banks  in  other  states,  and  these  subsidiaries  are  not  taxable  in 

the  Commonwealth. 


Box  8 

Different  Factors  in  Formulas 

Tax  formulas  normally  have  one,  two,  or  three  factors.    A  wide  selection  of 
factors  could  be  chosen,  but  the  following  examples  illustrate  factors  usually 
considered.    The  one  factor  formula  is  calculated  as: 


Receipts.,. 

Share  of  taxable  incomeMA  =  

Nationwide  receipts 


The  two  factor  formula  is  calculated  as 


1  ReceiptsM.             i             PayrollM. 
Share  of  taxable  incomeMA  =  -  x 1_^ +  ±  x 1 ^ 

2  Nationwide  receipts     2     Nationwide  payroll 

The  three  factor  formula  is  calculated  as 


Share  of  taxable  incomeMA  =-x ayF°  m +Ix ^^ma 

3     Nationwide  Payroll     3    Nationwide  Property 


3     NationwideReceipts 


"Letter  from  Commissioner  Stephen  W.  Kidder,  Massachusetts  Department  of 
Revenue,  to  Senator  Patricia  McGovern,  Chairman,  Senate  Committee  on  Ways  and 
Means,  June  4,  1990. 
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7. a. 3.    Apportionment  Formulas 

Both  the  dual  and  apportioned  systems  require  an  apportionment  formula.   There 
are  two  important  aspects  to  any  formula:  the  factors  included  in  the  formula  and  the 
situsing  of  these  factors.   This  section  is  a  lengthy  discussion  of  important  issues  in 
developing  apportionment  formulas. 

The  apportionment  formula  uses  proxies  for  how  firms  earn  income  to  determine 
the  share  of  corporate  income  that  should  be  taxed  in  Massachusetts.    Income  can  be 
thought  of  as  earned  on  the  source  or  supply  side,  or  on  the  destination  or  demand 
side.    Traditionally,  corporate  income  taxes  have  been  source  based.    Sales  taxes,  on 
the  other  hand,  are  destination  based  in  40  of  45  states  where  they  are  imposed.   The 
insurance  premiums  taxed  is  also  destination  based. 

The  specific  formula  for  the  banking  industry  and  whether  it  is  to  follow  source  or 
destination  principles  should  be  determined  after  consideration  of  the  goals  for  the  tax 
system:  equity,  efficiency,  and  simplicity.  In  addition,  consideration  must  be  given  to 
whether  Massachusetts'  formula  should  be  similar  to  that  imposed  in  other  states. 

7. a. 4.   Apportionment  Factors 

Selection  of  apportionment  factors  involves  two  decisions.    First  is  the  number  of 
factors  in  the  formula.   Second  is  weights  applied  to  the  factors.   These  will  be 
considered  separately. 

Number  of  factors.    No  perfect  apportionment  formula  exists  since  the  formula  is 
merely  intended  as  a  proxy  for,  not  an  identical  representation  of  how  financial 
institutions  earn  their  income.    Considerable  controversy  has  surrounded  the 
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appropriate  set  of  factors  for  the  banking  industry.    Usually,  analysts  make  their 

recommendations  for  the  banking  industry  after  examining  a  one-factor,  a  two-factor 

receipts  and  payroll  formula,  or  the  standard  three-factor  formula  (see  Box  8).   The 

one-factor  formula  is  based  on  gross  receipts  and  normally  attributes  receipts  to  the 

market  where  they  are  earned.    Receipts  include  interest  and  other  revenues  but  not 

repayment  of  loan  principal. 

Conceptually  the  two-  and  three-factor  formulas  are  similar.    The  two-factor 
formula  is  sometimes  proposed  in  place  of  the  three-factor  formula,  because  same 
people  believe  the  payroll  and  property  factors  are  nearly  identical,  so  little  is  gained 
by  using  a  three- factor  formula.65  The  American  Bar  Association  and  H.  B.  4037 
propose  a  two-factor  receipts  and  payroll  based  tax.66   The  conceptual  distinctions  are 
discussed  here  by  comparing  the  three-factor  and  one-factor  formulas.    Calculations 
with  tax  formulas  are  illustrated  in  Box  9. 

Three-factor  formula.    Nonbank  corporate  income  is  apportioned  using  the  three- 
factor  formula  in  44  of  the  47  states  with  corporate  income  taxes.    The  three-factor 
formula  apportions  income  based  on  the  percentage  of  payrolls,  percentage  of 
property,  and  percentage  of  sales  which  a  corporation  has  in  a  state,  with  the  specific 
weights  applied  to  these  factors  varying  by  state.67  However,  the  agreement  that  led 
widespread  use  of  the  three-factor  formula  explicitly  excluded  the  financial  industry. 


65See  Hellerstein  (1983)  for  a  discussion. 

""Multistate  Taxation  of  Depositories:  An  Analysis  of  Legislation  Proposed  by 
the  American  Bar  Association,"  St.  John's  Law  Review  vol.  58,  1984. 


67 


See  Maury  and  Graeser  (1993). 
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Only  1 1  states  use  the  three-factor  formula,  though  at  least  32  of  the  40  states  taxing 

bank  income  have  legislation  allowing  some  type  of  apportionment  for  banks  (Kincaid 

and  McCay,  1988,  p.  22).   Further,  apportionment  appears  to  be  occurring  in  only  a 

few  states,  despite  its  legal  basis. 
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Box  9 


Apportionment  Formulas 


Apportionment  formulas  are  used  to  calculate  the  share  of  a  corporation's  income 
that  is  taxable  in  a  state.    The  first  step  is  to  determine  the  percentage  of  each  factor 
located  in  a  state.   Then  the  factors  are  averaged  to  yield  the  percentage  of  income 
taxable  in  the  state.   For  example,  the  traditional  three  factor  formula  is  calculated  as 


Share  of  taxable  income  =  — 


1  Payroll^  i 

•   +  

Nationwide  Payroll       3 


3 


Receipts 


MA 


Nationwide  Receipts 


Property 


MA 


Nationwide  Property 


Thus,  the  firm  pays  taxes  in  the  Commonwealth  on  10  percent  of  its  income  if 
Massachusetts  has  10  percent  of  a  firm's  national  payroll,  5  percent  of  the 
nationwide  property,  and  15  percent  of  the  nationwide  receipts. 


10%  =1-10%     +1-5%     +    I   •   15% 
3  3  3 


This  percentage  is  multiplied  by  the  firm's  nationwide  income.   Massachusetts 
would  tax  $100,000  of  income  ($1,000,000  x  0.10)  for  a  firm  with  taxable  income  of 
$1,000,000. 

The  formula  is  altered  only  slightly  if  the  factors  are  not  weighted  equally.   For 
example,  a  formula  with  double  weighting  on  sales  (as  with  the  Massachusetts  excise 
tax)  is  as  follows: 


Share  of  taxable  income  =  — 


Payroll 


MA 


2 


Nationwide  Payroll 
Receipts^ 
Nationwide  Recipts 


4 


Property 


MA 


Nationwide  Property 


Using  the  numerical  data,  Massachusetts  would  tax  11.25  percent  of  the 
corporation's  taxable  income 


11.25%     = 


1-10%     +1-5%     +    -  •   15% 
4  4  2 


Massachusetts  would  impose  taxes  on  $112,500  ($1,000,000  x  0.1125)  for  the 
firm  earning  $1,000,000  in  taxable  income. 
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The  standard  three-factor  formula  can  be  thought  of  as  sharing  a  corporation's 

taxable  income  between  the  source  state  and  the  market  state  (or  country).68  Property 

and  payrolls  normally  are  attributed  to  the  state  where  they  are  located  and  are  thought 

of  as  source  factors.    Sales  normally  are  attributed  to  the  state  or  country  where  the 

market  is  located  and  give  the  formula  a  destination  factor. 

Proper  treatment  of  property  within  the  three-factor  bank  formula  has  been 
controversial.    First,  some  argue  that  deposits  should  be  substituted  for  the  property 
factor,  as  New  York  has  done.    The  deposits  factor  is  justified  because  receiving 
deposits  and  making  loans  are  the  major  functions  of  a  depository  institution. 
Hellerstein  observed  that  deposits  may  play  the  role  for  banks  that  factories  serve  for 
other  products,  though  this  parallel  is  becoming  less  true  as  banks  are  able  to  use 
securitization  as  a  mechanism  for  generating  loanable  funds.69  Another  justification  is 
the  deposits  factor  is  more  distinct  from  the  payroll  factor  than  is  the  property  factor. 
Perhaps  the  major  concern  with  a  deposits  factor  is  it  cannot  be  used  if  banks  are 
defined  to  include  nondepositories,  and  the  discussion  below  indicates  a  broader 
definition  may  be  appropriate.    Also,  the  deposits  factor  is  source-based  and  does  not 
belong  in  a  destination  formula. 

Second,  arguments  have  been  made  that  the  property  factor  should  include  intangible 
property.   Most  believe  intangible  property  belongs  in  the  property  factor  for  banks 
because  intangibles  are  so  important  in  generating  bank  income.   The  Multistate  Tax 


68The  degree  of  this  depends  on  the  situs  rules. 
69See  Hellerstein  (1983),  p.  673. 
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Commission  proposal  includes  intangibles  in  the  property  factor.    Minnesota  uses  both 

tangible  and  intangible  property  in  the  property  factor.    California  has  replaced  real 
property  with  intangibles  in  its  formula.   A  major  problem  with  using  intangibles  is  the 
their  situs  can  be  very  easily  manipulated,  which  makes  the  formula  subject  to  easy 
avoidance  mechanisms.    Careful  rules  are  necessary  to  ensure  their  situs  is  properly 
determined. 

Evaluation  of  one  versus  three  factors.    Evaluation  of  the  relative  strengths  of  the 
one-  versus  three-factor  formula  can  be  summarized  as  follows.   The  greatest  strength 
of  the  three-factor  formula  is  its  familiarity,  while  a  single-factor  receipts  based  formula 
appears  to  be  a  new  approach.    The  Multistate  Tax  Commission70  has  supported  a  three- 
factor  formula  because  of  its  familiarity  and  the  desire  to  reach  a  compromise  between 
the  money  center  (source)  and  market  states.71   The  major  conceptual  distinction  is  the 
one-factor  formula  makes  the  income  tax  a  destination  tax  and  the  three-factor  formula 
makes  the  tax  closer  to  an  origination  tax.72   The  one-factor,  destination  formula  is 
superior  in  neutrality  and  potential  for  making  the  Commonwealth  a  more  attractive 


70 Alan  Friedman  of  the  Multistate  Tax  Commission  reports  that  a  full  meeting  of 
participants  of  various  study  groups  "seemed  to  "gel"  around  a  basic  three-factor 
formula.   Multistate  Tax  Commission  Review.  Volume  1992,  Number  1,  December 
1992. 

71 A  money  center  state  is  a  relative  center  for  producing  banking  services.   Thus, 
it  can  be  thought  of  as  a  state  that  is  a  net  exporter  of  financial  services  to  other 
states.   A  market  state  is  a  net  importer  of  financial  services.    Note  that  these 
definitions  refer  to  the  export  or  import  of  financial  services,  not  of  financial  capital. 

72H.  B.  4037  mixes  the  destination  and  origination  structures  since  both  a  payroll 
and  a  receipts  factor  are  included.    Still,  the  two-factor  formula  has  a  stronger 
destination  bias  than  the  standard  three-factor  formula. 
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situs  for  producing  financial  services.    The  three-factor  formula  may  or  may  not 

generate  more  revenues  in  the  Commonwealth  in  the  near  term,  but  is  more  likely  to 

cause  a  revenue  loss  in  the  long  term,  because  of  avoidance  techniques.   Both  the  one- 

and  three-factor  formulas  will  cause  some  additional  compliance  costs  until  banks  have 

adjusted  to  market  state  attribution  for  the  receipts  factor.   Which  formula  is  more 

equitable  is  unclear.    These  topics  are  addressed  in  detail  in  the  following  discussion. 

Neutrality.   A  three-factor  formula  emphasizes  taxation  at  the  source,  since  the 
property  and  payroll  factors  are  based  on  where  income  is  produced.    A  source  based 
tax  is  nonneutral  and  has  similar,  though  less  extreme,  economic  incentives  to  a 
residence  based  tax.    Banks  can  practice  tax  avoidance  by  shifting  employment  and 
property  to  states  where  tax  rates  and  tax  structures  are  more  favorable.73   An 
apportioned  tax  structure  with  a  source  based  (three-factor)  formula  provides  less 
incentive  to  relocate  production  of  financial  services  than  the  current  residence  based 
structure.    But  greater  tax  burdens  would  remain  on  financial  services  produced  in  the 
Commonwealth  versus  those  produced  outside  the  Commonwealth. 

Consider  the  example  of  a  firm  that  offers  mutual  funds  for  sale  from  a  location  in 
Massachusetts.    Also,  assume  income  is  apportioned  using  a  two-factor  receipts  and 
payroll  formula.   The  firm  would  be  taxed  on  one-half  of  its  U.S.  income  if  all  of  its 
employees  are  located  in  the  Commonwealth,  even  if  none  of  the  mutual  funds  were 


73Charles  McClure  (1986)  has  pointed  out  that  in  the  extreme,  an  apportioned 
corporate  income  tax  can  be  interpreted  as  three  taxes:  one  on  property,  one  on 
payroll,  and  one  on  receipts.  The  taxes  on  property  and  on  payroll  provide  an 
incentive  to  relocate  these  production  type  activities  to  states  where  the  rate  of  tax  is 
lower. 
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purchased  by  Massachusetts'  residents.    The  tax  provides  an  incentive  to  relocate  the 

mutual  fund  outside  Massachusetts. 

The  single-factor  formula  creates  neutral  taxation  for  all  financial  services  sold  in  the 
Commonwealth.74  Both  domiciled  and  nondomiciled  banks  would  pay  the 
Massachusetts'  tax  rate  on  income  earned  from  services  sold  in  the  Commonwealth, 
regardless  of  whether  the  services  are  produced  in  or  out  of  Massachusetts.    The  mutual 
fund  company  described  above  has  tax  liability  in  Massachusetts  only  to  the  extent  that 
mutual  funds  are  purchased  by  Commonwealth  residents.    Similarly,  Massachusetts 
domiciled  banks  pay  taxes  where  financial  services  are  delivered  and  will  not  be  taxed 
in  the  Commonwealth  on  services  delivered  elsewhere.    Thus,  the  single-factor  formula 
provides  no  disincentive  to  produce  financial  services  in  the  Commonwealth  and  in  this 
regard  is  preferable  to  either  a  three-factor  formula  or  the  existing  residence  based 
structure.    Given  the  growing  potential  for  banks  to  alter  location  of  their  assets  or 
productive  activities  to  avoid  taxes,  the  single-factor  formula  may  offer  a  strong 
advantage  in  the  long  term. 

McClure  (1984,  p.  252)  made  the  same  point  when  he  argued  that  "...source-based 
taxes  probably  distort  the  locational  allocation  of  resources  more  than  do  similar 
differentials  in  destination-based  taxes.   If  the  states  are  to  continue  to  levy  a  tax  that  is 
inappropriate  for  subnational  levels  of  government,  they  might  at  least  do  it  in  a  way 
that  does  as  little  harm  as  possible. " 


74Following  McClure' s  (1986)  argument,  a  single-factor  formula  is  similar  to  a 
sales  tax  on  financial  services,  with  the  rate  varying  according  to  the  profitability  of 
each  bank. 
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Revenues.   The  three-factor  formula  has  been  said  to  generate  more  revenues  for  a 

money  center  state  and  a  single-factor  formula  to  generate  more  for  a  market  state. 

Assertions  have  been  made  that  money  center  states  will  select  a  three-factor  formula 

and  market  states  a  one-factor  formula  merely  to  maximize  their  respective  revenues. 

However,  the  three-factor  formula  only  need  generate  more  revenue  for  a  money  center 

state  if  banks  do  not  engage  in  tax  avoidance.   Money  center  states  with  high  tax  rates 

stand  to  lose  employment,  income  generation,  and  tax  revenues  to  the  extent  that  banks 

can  respond  to  high  tax  rates  by  moving  the  production  of  financial  services  outside  the 

state.    Even  a  money  center  state  with  a  large  market,  such  as  New  York,  ultimately 

could  generate  less  revenue  from  the  source  based  tax  as  domiciled  banks  relocate 

production  of  services  to  subsidiaries  outside  the  state  and  then  sell  the  financial 

services  back  into  the  state. 

It  is  difficult  to  make  a  clear  statement  regarding  whether  Massachusetts  is  a  money 
center  state.    The  banking  industry  data  in  section  1  suggest  the  Commonwealth  is  a  net 
exporter  of  banking  services  to  a  limited  degree.    To  the  extent  the  Commonwealth  is  a 
money  center  state,  it  would  gain  more  revenues  in  the  short  term  with  a  three-factor 
formula  and  if  it  is  a  market  state  it  would  gain  more  from  a  one-factor  formula.   In 
either  event,  the  Commonwealth  is  less  likely  to  gain  revenue  in  the  long  term  with  a 
three-factor  formula. 

Equity.  The  equity  across  states  of  a  one-factor  versus  a  three-factor  formula 
depends  on  one's  perspective,  remembering  that  the  one-factor  formula  attributes 
income  to  the  state  where  a  firm's  market  is  located  and  the  three-factor  formula  shares 
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the  income  between  the  market  and  source  states.    Maury  and  Graeser  (1993)  assert  that 

a  destination  based  tax  is  less  equitable  as  a  benefit  tax,  but  the  following  example 

illustrates  that  an  argument  can  be  made  that  either  is  more  consistent  with  a  benefit 

based  tax.    Consider  a  loan  to  finance  housing  in  Massachusetts  which  is  made  by  a 

New  York  bank  and  sold  to  a  Delaware  bank.   Under  a  source  based  tax  the  interest 

income  probably  would  be  taxed  in  Delaware,  though  it  is  neither  the  originating  nor 

the  market  state.75   Perhaps  the  strongest  case  can  be  made  that  a  destination  tax, 

meaning  Massachusetts  taxes  the  income,  is  more  equitable. 

Different  formulas  across  states  can  result  in  corporations  being  taxed  more  than 
once  on  their  income.   For  example,  the  same  receipts  could  be  in  the  numerator  of  the 
receipts  factor  for  a  destination  taxing  state  and  a  production  taxing  state.    An 
illustration  was  included  in  Box  4  where  income  is  taxed  once  in  the  destination  state 
and  once  in  the  producing  state.    This  problem  may  become  increasingly  important  as 
more  states  move  to  destination  taxes.   However,  the  potential  for  double  taxation 
should  not  be  exaggerated  because  much  bank  income  already  may  be  escaping  taxation 
through  avoidance  mechanisms. 

Weighting  the  Factors.    A  decision  must  be  made  on  what  weights  should  be  applied 
to  each  factor  if  a  two-  or  three-factor  formula  is  to  be  used  as  the  proxy  for  how 
income  is  earned.   The  simplest  approach  is  to  weight  each  factor  evenly  but  many 
states  impose  different  weights.    New  York  double  weights  its  receipts  and  deposits 


75Further,  under  current  tax  law  in  many  states  the  income  could  lie  outside  the 
rules  for  defining  taxable  income. 
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factors  and  thereby  reduces  the  relative  importance  of  the  payroll  factor.   Minnesota's 

bank  formula  adds  70  percent  of  the  share  of  receipts  to  15  percent  each  of  the  property 

and  payroll  shares.    As  an  incentive  to  recruit  workers,  both  states'  formulas  reduce 

taxable  income  for  banks  which  locate  a  large  share  of  the  bank's  labor  force  in  their 

borders.   In  essence  both  increase  the  tax  on  banks  that  have  a  significant  share  of 

receipts  in  the  state.    As  a  result,  both  states  increase  the  destination  rather  than  source 

base  of  the  tax. 

Massachusetts  may  want  to  weight  receipts  heavily  for  banks,  as  it  has  for  nonbank 

corporations,  if  a  2-  or  3-  factor  formula  is  selected.    The  goal  would  be  to  attract  more 

bank  employment,  though  weighting  in  the  apportionment  formula  probably  has  a  very 

small  effect  on  the  location  of  jobs.   A  disadvantage  is  that  special  weighting  schemes 

increase  the  chance  that  a  bank  would  pay  taxes  on  more  than  100  percent  of  its  income 

because  unique  formulas  lead  to  different  proportions  of  income  being  taxed.   For 

example,  exactly  100  percent  of  a  bank's  income  is  taxed  if  all  states  use  the  first 

formula  in  Box  9  and  design  tax  structures  that  reach  all  of  bank  income.   However, 

101.25  percent  of  bank  income  is  taxed  if  Massachusetts  alone  chooses  to  use  the 

double  weighted  receipts  formula  shown  in  the  second  formula  in  Box  9. 

7. a. 5.   Attribution  Rules 

The  attribution  rules  for  where  the  factors  are  located  are  of  equal  importance  to  the 
factors  themselves.    Attribution  rules  determine  what  portion  of  a  factor  is  located  in 
Massachusetts  versus  other  states.    Little  disagreement  is  likely  to  exist  for  attributing 
real  property  and  payroll.    These  are  source  based  factors  and  situsing  will  follow 
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where  the  property  and  employment  are  physically  located.    The  siting  of  intangible 

property  (and  some  types  of  personal  property)  is  much  more  difficult  and  can  follow 

either  source  or  market  state  rules. 

Also,  receipts  can  be  attributed  to  the  market  state  or  the  source  state.   The  equity 
and  neutrality  advantages  of  a  single-factor  destination  tax  structure  that  were  described 
above  are  based  on  market  attribution  rules.   Both  the  one-  and  the  three-factor 
formulas  make  the  tax  more  like  a  source  tax  if  source  based  rules  are  used  for 
attribution  purposes.    Source  state  attribution  means  interest  from  loans  is  sitused  where 
they  are  booked,  credit  card  interest  where  the  bank  offering  the  service  is  located,  and 
so  forth.   Market  (destination)  attribution  means  interest  from  loans  is  sitused  where  the 
property  used  as  collateral  for  the  loan  is  located,  where  credit  card  interest  is  billed,  or 
where  the  loan  proceeds  are  applied.   Tennessee  follows  market  attribution  rules. 
Receipts  are  attributed  to  Tennessee  from  lease  or  rental  of  real  property  if  the  property 
is  located  in  Tennessee;  from  loans  secured  by  property  in  Tennessee;  from  unsecured 
consumer  loans  if  the  consumer  is  a  resident  of  Tennessee;  from  unsecured  commercial 
loans  if  the  loan  proceeds  are  applied  in  Tennessee;  from  credit  card  transactions  if  the 
consumer  is  in  Tennessee;  and  so  forth.   H.  B.  4037  uses  destination  rules  that  are 
similar  to  Tennessee's,  though  several  of  the  specific  rules  have  a  source  basis  to  them. 

Attributing  receipts  to  the  market,  regardless  of  whether  a  one-factor  or  three-factor 
formula  is  used,  will  cause  some  compliance  costs  for  the  banking  industry.    Fox  and 
Kelsay  (1992)  examined  the  compliance  issue  and  concluded  that  only  small  incremental 
increases  in  processing  costs  should  result  at  the  institutional  level.    They  determined 
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many  financial  institutions  already  have  extensive  loan  tracking  systems,  which,  by  and 

large,  are  necessary  to  respond  to  regulatory  rather  than  tax  requirements.    Further,  the 

enormous  scale  economies  present  in  data  processing  and  other  information  systems  for 

the  banking  sector  permit  costs  of  implementing  system  changes  to  be  spread  over  a 

large  customer  base. 

Allocation  Formula  Problems.   Income  earned  in  Massachusetts  by  foreign  banks  and 
by  Massachusetts  banks  operating  in  other  countries  potentially  presents  problems.    A 
properly  designed  destination  tax  allows  Massachusetts  to  tax  an  appropriate  share  of 
income  if  the  worldwide  income  of  multinational  firms  is  allocated.   However,  the 
corporate  excise  tax  only  apportions  the  U.S.  income  of  corporations.    Separate 
accounting  must  be  used  to  measure  U.S.  income  versus  income  earned  in  other 
countries  if  a  similar  structure  is  adopted  for  the  bank  tax.    Separate  accounting  can 
provide  an  accurate  measure  of  taxable  income  when  transfer  prices  for  transactions 
between  U.S.  and  foreign  branches  are  set  at  arms-length.   However,  many  analysts 
have  bemoaned  difficulties  with  separate  accounting  and  argue  for  apportioning  world 
wide  income  as  well.76 

Another  problem  is  receipts  from  certain  transactions  cannot  be  sitused  using 
destination  principles  and  to  a  lesser  extent  source  rules.   Alternative  means  must  be 
found  to  prevent  the  income  from  going  untaxed.   Examples  are  interest  from  unsecured 


76State  Tax  Notes,  April  19,  1993,  has  summaries  of  testimony  before  the  Senate 
Governmental  Affairs  Committee  in  support  of  an  apportioned  rather  than  separate 
accounting  method  for  taxing  multinational  income.   The  testimony  was  by  Philip 
Aldyre  (Idaho  State  Tax  Commission),  Benjamin  Miller  (California  Franchise  Tax 
Board),  and  Dan  Bucks  (Multistate  Tax  Commission). 
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working  capital  loans  made  to  multistate  corporations,  from  U.S.  Government 

securities,  and  from  some  securitized  loans.77 

The  dual  tax  structure  ensures  that  all  income  is  taxed  because  by  definition  the 
domicile  state  begins  by  taxing  all  income.   Two  other  approaches  normally  are  used  for 
ensuring  that  all  income  is  taxable  in  some  state.   First,  receipts  that  cannot  be  sitused 
can  be  "thrown  out"  of  the  denominator  of  the  apportionment  formula.   In  effect,  the 
approach  is  to  apportion  unsitused  income  to  each  state  according  to  the  share  of 
receipts  where  factors  can  be  sitused.    Second,  the  receipts  can  be  "thrown  back"  to  the 
state  of  domicile,  so  they  enter  the  numerator  for  the  domicile  state's  receipts  factor. 
The  second  approach  is  a  pure  residence-based  mechanism  for  that  part  of  income 
where  factors  can  be  sitused.    The  throw  back  rule  would  appear  to  be  most  beneficial 
to  money  center  states. 

H.  B.  4037  follows  a  different,  source-based  rule  for  determining  situs.   The  share 
of  unsitused  income  that  is  taxable  in  the  Commonwealth  is  calculated  as  the  percentage 
of  the  bank's  deposits  owned  by  residents  and  other  entities  in  Massachusetts. 

A  method  similar  to  one  of  those  described  here  must  be  used  to  ensure  that  all 
income  is  taxed.    Each  method  is  arbitrary  and  not  conceptually  consistent  with  the 
apportioned  tax  structure.    The  throw-out  rule  or  the  method  in  H.B.  4037  both  share 
the  unsitused  receipts  across  states  and  therefore  would  have  less  harmful  effects  on 


77States  may  choose  not  to  tax  interest  from  securitized  loans  if  the  financial 
institution  has  no  presence  in  the  state  other  than  ownership  of  the  securities. 
Further,  though  nexus  obviously  exists  in  the  source  state,    receipts  would  not  be 
attributable  to  the  source  state  under  destination  principles.    See  Section  7.f. 
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incentives  to  relocate  assets.    On  the  other  hand,  the  dual  approach  and  throw  back  rule 

would  raise  more  revenues  for  the  state  of  domicile. 

7.b.    Definition  of  the  Taxable  Entity 

Two  major  issues  arise  in  defining  the  taxable  entity.   The  first  is  determining  what 
firms  are  banks  or  financial  institutions.   This  issue  is  important  to  the  extent  that 
Massachusetts  wants  to  continue  separate  treatment  of  banks  or  other  financial 
institutions  versus  nonbank  institutions.   The  second  issue  is  whether  combined 
reporting  of  banks  is  to  be  required. 

7.b.l.    Defining  a  Financial  Institution  or  Bank 

Massachusetts  defines  banks  for  tax  purposes  on  a  regulatory  basis,  in  terms  of  how 
they  are  chartered,  rather  than  on  economic  grounds  (see  Section  4.1.).   The  regulatory 
definition  may  have  been  appropriate  during  times  when  banks  performed  certain 
narrowly  determined  functions  and  were  protected  from  the  competition  of  nonbank 
institutions.   Today  the  definition  of  a  bank  is  a  significant  limitation  to  imposing  a 
neutral  tax  structure  on  financial  institutions. 

A  neutral  structure  requires  all  firms  competing  in  similar  markets  be  subject  to  the 
same  effective  tax  rates.   Thus,  a  tax  structure  that  is  defmed  broadly  enough  to  include 
all  financial  institutions  is  the  best  means  to  neutral  taxation.78 


78While  it  is  possible  to  impose  the  same  effective  tax  rates  without  subjecting 
banks  and  other  financial  institutions  to  the  same  tax  structure,  differences  in  tax 
codes  and  industry  practices  make  this  difficult  in  a  practical  sense. 
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Neutral  taxation  requires  that  the  definition  include  credit  card  companies,  loan 

production  offices,  banks,  leasing  companies,  mortgage  companies,  finance  companies, 

credit  unions,  bank  holding  companies  and  many  other  types  of  firms.    California, 

Tennessee,  and  West  Virginia  have  developed  broad  definitions  of  financial  institutions. 

California  has  defined  financial  institutions  to  include  any  firm  which  receives  "more 

than  50  percent  of  its  gross  income  from  the  use  of  its  capital  in  substantial  competition 

with  other  moneyed  capital."79   Tennessee  defines  a  financial  institution  as  "a  holding 

company,  any  regulated  financial  corporation,  a  subsidiary  of  a  holding  company  or 

regulated  financial  corporation,  or  any  corporations  organized  under  the  laws  of  the 

United  States  or  any  other  taxing  jurisdiction  that  is  carrying  on  the  business  of  a 

financial  institution."80  Insurance  companies  are  explicitly  exempted  in  Tennessee. 

West  Virginia  also  defines  financial  organizations  broadly  as  ones  that  are  engaged  in 

earning  income  from  loans,  leasing,  operating  a  credit  card  business,  rendering  estate  or 

trust  services  or  handling  deposits.   H.B.  4037  specifically  defines  banks  as  financial 

institutions  but  also  broadens  the  definition  to  "any  other  corporation  .  .  .  carrying  on 

the  business  of  a  financial  institution."   The  definition  of  the  business  of  a  financial 

institution  includes,  "if  such  corporation  derives  more  than  50  percent  of  its  gross 

income  ...  .in  substantial  competition  with  a  bank." 


79McCray  (1990),  p.  50. 

80Tennessee  Code  Annotated  67-4-804,  p.  63. 
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I.e.  Nominal  Tax  Rate 

Data  presented  in  Sections  5.d.  and  5.e.  indicate  that  bank  tax  rates  must  be  lowered 

if  the  tax  burdens  are  to  be  equalized  across  banks,  other  financial  corporations,  and 

nonfinancial  corporations.81   H.B.  4037,  for  example,  would  lower  the  bank  rate  to  10.5 

percent.   The  tax  structure's  equity  and  neutrality  would  be  enhanced  if  the  bank  tax 

rate  was  reduced  to  equalize  corporate  tax  burdens.   However,  tax  revenues  will  fall 

with  a  lower  rate.   Peat  Marwick  (1985)  estimated  the  Commonwealth  would  lose 

$11.25  million  if  banks  were  made  subject  to  the  regular  corporations  tax.82  This  loss 

would  have  represented  about  10  percent  of  tax  collections  in  1983,  the  year  for  which 

the  calculations  were  made.   The  Executive  Office  for  Administration  and  Finance 

(1984)  estimated  a  $9.6  million  revenue  loss  in  1982  from  moving  banks  to  the  regular 

corporate  tax  structure,  comparable  to  about  14  percent  of  revenues.    As  described 

above,  additional  revenue  losses  could  result  as  the  net  effect  of  apportioning  income 

into  and  out  of  the  Commonwealth. 

7.d.   Defining  Taxable  Income 

Neutrality  is  affected  by  differential  tax  rates,  as  discussed  above.    Neutrality  also  is 
affected  in  the  Commonwealth  by  the  way  that  taxable  income  is  defined. 
Massachusetts  has  bypassed  many  decisions  involved  in  defining  bank  taxable  income  by 


81  The  need  to  equalize  tax  burdens  is  lessened  somewhat  if  all  financial 
institutions  are  brought  under  the  same  bank  tax  structure,  but  neutrality  is  violated 
until  all  businesses  are  subject  to  the  same  effective  tax  rate. 

82These  estimates  are  the  most  current  available,  despite  being  ten  years  old. 
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beginning  the  calculation  with  gross  income  from  all  sources,  less  certain  deductions 

allowed  by  federal  law.    In  a  general  sense  federal  definitions  may  be  acceptable,  but 

some  adjustments  are  necessary  to  define  a  tax  base  that  is  consistent  with 

Massachusetts'  objectives.    One  example  is  the  federal  government  does  not  allow  either 

banks  nor  nonbanks  a  deduction  for  the  cost  of  holding  state  and  local  government  debt. 

Further,  Massachusetts  has  legislated  several  differences  in  calculation  of  taxable 

income  and  tax  liability  for  nonbanks  versus  banks.    These  include:  ability  to  carry 

losses  forward,  tax  credits  intended  to  encourage  certain  types  of  activities,  and  ability 

to  apportion  income.   Each  of  these  special  treatments  for  nonbanks  is  likely  to  distort 

the  relative  tax  rates  facing  banks  versus  other  corporations.    All  are  most  likely  to 

result  in  greater  taxation  of  banks.    Differences  in  terms  of  apportioning  income  have 

been  treated  at  length  above  but  each  other  topic  is  addressed  in  this  section. 

7.d.l    Costs  of  Holding  State  and  Local  Government  Debt 

Both  the  bank  and  nonbank  taxes  are  net  income  taxes,  which  means  the  tax  base  is 
calculated  as  business  revenues  minus  business  costs.    The  treatment  of  state  and  local 
government  debt  is  a  case  where  the  bank  and  corporate  tax  structures  fail  to  follow  the 
principles  of  a  net  income  tax.   Massachusetts  requires  firms  to  add  interest  earned  on 
state  and  local  debt  to  federal  taxable  income  in  calculation  of  Massachusetts'  taxable 
income.83  Massachusetts'  tax  structure  should  allow  a  deduction  for  the  cost  of  holding 


83The  federal  government  does  not  permit  a  deduction  for  the  cost  of  holding  state 
and  local  government  debt  because  the  federal  government  does  not  include  state  and 
local  government  interest  as  a  revenue. 
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the  debt  in  order  to  be  consistent  with  a  net  income  tax,  but  no  deduction  is  allowed.84 

Without  the  deduction  the  tax  structure  essentially  operates  as  a  gross  income  tax  on 

earnings  from  state  and  local  government  debt,  rather  than  as  a  net  income  tax.    One 

result  is  to  discourage  the  holding  of  state  and  local  debt.   H.  B.  4037  would  permit  the 

deduction. 

Neither  bank  nor  nonbank  firms  are  permitted  the  deduction  for  costs  associated  with 
holding  state  and  local  debt  and  in  this  sense  neutrality  and  equity  between  the  financial 
and  nonfinancial  industries  may  not  be  violated.   However,  banks  are  more  likely  to 
hold  state  and  local  debt  than  are  most  nonfinancial  corporations,  so  failure  to  allow  the 
deduction  may  raise  the  relative  tax  burden  on  banks. 

Lost  tax  revenues  is  the  major  negative  consequence  of  allowing  a  deduction  for  the 
costs  of  holding  state  and  local  debt.   Banks  earned  $165.1  million  in  interest  on  state 
and  local  government  debt  during  1990  (Table  4).85   Banks'  taxable  income  would  have 
been  reduced  by  $82.6  million,  if  the  costs  of  holding  debt  were  only  one-half  as  great 
as  the  interest  earnings.86   Larger  banks  appear  to  hold  a  greater  percentage  of  then- 
assets  in  state  and  local  government  securities  (Table  5). 


MFor  banks  the  cost  of  holding  state  and  local  government  debt  is  the  interest  paid 
to  holders  of  certificates  of  deposit,  to  passbook  accounts,  or  to  alternative  means  of 
raising  capital.    Similarly,  the  costs  to  nonbanks  of  holding  state  and  local 
government  debt  are  the  costs  of  raising  capital. 


"Department  of  Revenue  Calculations. 

86The  revenue  loss  would  be  less  than  the  value  of  the  deduction  times  the  tax  rate 
($82.6  million  x  0.1254)  because  many  banks  had  negative  profits  in  1990  and  paid 
no  tax. 
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7.d.2   Loss  Carry  Forwards 

Nonbank  corporations  including  many  financial  service  providers,  are  permitted  to 
carry  losses  forward  and  deduct  them  against  future  income  for  up  to  five  years,  while 
banks  are  not  allowed  any  loss  carry  forward.   H.  B.  4037  would  extend  the  five  year 
loss  carry  forward  to  banks.   Tax  equity  and  neutrality  require  equal  tax  burdens  over 
the  long  term  (not  merely  for  one  year)  on  firms  with  the  same  profits.    Loss  carry 
forwards  are  necessary  to  ensure  the  same  aggregate  profits  over  several  years  leads  to 
the  same  tax  liability.   For  example,  consider  two  firms  with  the  same  investment,  one 
of  which  earns  $100,000  per  year  for  six  years  and  the  other  of  which  loses  $100,000 
every  other  year  and  earns  $300,000  in  alternating  years.    Unless  losses  can  be  carried 
forward,  the  firm  earning  a  consistent  profit  is  taxed  on  a  total  of  $600,000  over  the  six 
years  and  the  firm  with  erratic  income  is  taxed  on  $900,000  over  the  six  years.    These 
firms  have  different  tax  burdens  for  the  combined  six  years  without  loss  carry  forwards, 
even  though  the  before  tax  return  on  firm  investment  is  the  same. 

Ability  to  carry  losses  forward  can  be  most  important  for  new  firms,  which  often 
experience  losses  for  several  years  before  becoming  profitable,  and  for  firms  whose 
profits  vary  across  economic  cycles.    Loss  carry  forwards  could  have  been  an  important 
means  of  smoothing  bank  tax  liabilities  during  the  difficult  years  of  1989  through  1991. 
Nonetheless,  the  reduction  in  bank  tax  liabilities  resulting  from  loss  carryforwards 
means  less  revenue  for  the  Commonwealth.   A  Massachusetts  Bankers  Association 
internal  evaluation  indicated  that  banks  losing  money  in  1990  and  1991  would  have  paid 
$57.4  million  less  in  taxes  in  1992  with  a  loss  carryforward  similar  to  that  available 
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under  the  excise  tax.   These  banks  would  have  carried  $405.2  million  in  losses  beyond 
!  992  87 

7.d.3.   Tax  Credits 

Massachusetts  allows  nonbank  coiporations  two  separate  forms  of  tax  credits:  (1)  a 
three  percent  investment  tax  credit  (TTC)  and  (2)  a  research  and  development  (R&D)  tax 
credit.    The  credits  are  intended  to  encourage  coiporations  to  invest  and  to  undertake 
R&D  in  the  Commonwealth.   Neither  credit  is  available  for  banks,  raising  their  burden 
relative  to  nonbanks.    Again,  the  equity  and  neutrality  criteria  are  violated  by 
differential  treatment.    However,  lost  revenues  would  be  a  consequence  of  allowing 
banks  the  credits. 

An  additional  concern  about  the  credits  is  they  are  so  small  that  any  effect  on 
investment  or  R&D  may  be  limited.   The  biggest  effect  of  the  credits  is  to  lower  the  tax 
burden  on  business,  but  the  goal  of  reducing  business  tax  burdens  could  be  more 
effectively  achieved  with  across  the  board  tax  relief  (for  example,  lower  tax  rates) 
rather  than  with  credits  that  affect  firms  unevenly. 

7.e.    Defining  the  Taxable  Entity 

Defining  the  taxable  entity  involves  two  major  issues.  First,  determination  must  be 
made  as  to  whether  the  taxable  entity  is  each  individual  corporation  or  the  combination 
of  all  affiliated  members  of  a  unitary  group.   In  other  words,  should  affiliated  firms  file 
a  combined  tax  return  or  separate  returns?   Second,  if  companies  are  to  file  as  a 


87Memo  from  Stuart  Ryan  to  Kevin  Kiley,  April  15,  1993. 
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combined  unit,  a  determination  must  be  made  regarding  what  firms  constitute  the 

unitary  group.    These  issues  are  considered  in  order. 

7.e.l.    Should  Combined  Reporting  Be  Required? 

Massachusetts  currently  treats  banks  and  nonbank  corporations  differently  with 
regards  to  combined  reporting.    Combined  reporting  is  not  permitted  for  bank  members 
of  a  holding  company  or  any  other  bank  group.   The  corporation  income  tax  allows 
companies  the  option  of  filing  a  combined  return,  except  for  security  corporations  and 
trusts  with  transferable  shares. 

The  policy  concern  is  an  inappropriate  share  of  income  may  be  taxed  when  members 
of  an  affiliated  group  are  taxed  separately  on  their  income.    First,  as  described  in 
Section  5.c,  total  profit  may  be  overstated  for  affiliated  groups,  comprised  of  both 
profit  and  loss  members.    Second,  the  Commonwealth  may  be  unable  to  tax  the 
appropriate  share  of  income,  because,  through  transfer  pricing  choices  corporations  can 
engage  in  planning  to  avoid  the  tax.    Consider  the  case  of  a  Delaware  holding  company 
with  a  subsidiary  in  Massachusetts.    The  holding  company  may  charge  an  excessive 
management  fee  to  its  subsidiary,  resulting  in  lower  corporate  profits  in  Massachusetts 
and  higher  profits  in  Delaware.   In  many  cases  it  may  be  theoretically  possible  to 
determine  the  appropriate  tax  liability  by  separating  the  holding  company's  income  from 
the  subsidiaries,  but  practically  it  can  be  very  cumbersome  to  determine  if  transactions 
have  been  at  arms-length.   McClure  observes  (1986,  p.  68)  "...  substantial 
transactions  between  affiliated  firms  can  make  it  administratively  difficult,  and  perhaps 
impossible,  to  verify  that  transfer  prices  are  not  being  manipulated  to  shift  income 
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between  affiliated  firms,  and  therefore  between  jurisdictions."   In  other  cases  the 

activities  of  affiliated  companies  may  be  so  intertwined  that  it  is  impossible  to  separate 

income  because  of  shared  costs,  other  economies  of  scale,  and  economies  of  scope. 

Third,  the  Commonwealth  may  be  unable  to  tax  the  appropriate  share  of  income 

because  a  portion  of  the  holding  company's  income  may  be  due  to  activities  by  the 

Massachusetts  subsidiary,  but  nexus  rules  may  not  make  the  holding  company  taxable  as 

a  separate  being  in  Massachusetts. 

Three  options  are  available  for  the  Commonwealth,  the  third  of  which  maintains 
existing  law.    Affiliated  bank  members  of  a  company  can  be  required  to  file  a  combined 
return,  can  be  allowed  to  file  a  combined  return,  or  can  be  prevented  from  filing  a 
combined  return.    The  criteria  for  a  good  tax  system  provide  the  basis  for  making  a 
decision  about  which  option  to  select. 

Only  the  provision  that  requires  firms  to  file  a  combined  return  seems  to  be 
consistent  with  a  neutral  tax  system,  a  tax  system  that  is  equitable  from  a  benefits 
perspective,  and  a  tax  system  that  allows  Massachusetts  an  acceptable  share  of  corporate 
revenues.    Allowing  firms  the  option  to  file  a  combined  return  means  that  firms  are  free 
to  engage  in  tax  planning,  but  leaves  the  firms  free  to  file  combined  returns  when  it  is 
favorable  for  them.   For  example,  the  Massachusetts  subsidiary  may  want  to  file  a 
combined  return  with  the  Delaware  holding  company  when  the  subsidiary  has  a 
profitable  year  and  the  holding  company  does  not,  but  they  will  file  separate  returns  in 
other  years.    On  the  other  hand,  prohibiting  combined  returns  maintains  the  neutrality 
and  equity  problems  with  the  current  law. 
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H.  B.  4037  allows  the  Commissioner  of  Revenue  to  require  consolidated  returns  and 

permits  firms  the  option  of  filing  a  combined  return.   This  approach  is  a  compromise  to 

the  positions  described  in  the  previous  paragraph.    However,  the  bill  allows  each 

member  bank  to  apportion  separately  prior  to  combination  and  this  defeats  some  benefits 

of  combined  reporting.    Nonbank  corporations  also  apportion  and  then  combine  under 

the  excise  tax  law. 

7.e.2.   What  Firms  Are  in  An  Affiliated  Group? 

If  a  decision  is  made  to  require  (or  allow)  combined  reporting,  a  determination  must 
be  made  as  to  which  affiliates  constitute  a  combined  entity.   The  combined  entity,  or 
unitary  being,  should  be  defined  as  the  set  of  companies  that  form  an  economic  unit. 
McClure  says  (1986,  p.  68)  that,  "For  costs  to  justify  a  finding  of  unity  the  costs  must 
be  substantial  enough  that  how  they  are  allocated  between  firms  could  seriously  affect 
the  calculation  of  profits  of  the  various  corporate  entities  sharing  them." 

The  affiliated  group  could  be  drawn  only  from  firms  which  individually  have  nexus 
in  Massachusetts  or  from  all  affiliated  companies,  regardless  of  whether  nexus  would 
exist  independently  in  the  Commonwealth.   Again,  requiring  all  affiliated  companies  to 
combine,  regardless  of  whether  they  independently  have  nexus  is  the  approach  that  is 
consistent  with  the  goals  of  neutrality  and  equity.   Worldwide  combination  is  most 
consistent  with  these  goals  but  also  offers  implementation  difficulties.   A  comprehensive 
discussion  of  worldwide  unitary  is  beyond  the  scope  of  this  paper. 

McCray  (1990,  p.  60)  observes  that  the  Supreme  Court  has  allowed  combined 
reporting  as  long  as  at  least  50  percent  common  ownership  exists  between  firms  and 
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there  is  a  "flow  of  value"  between  firms.   Tennessee  has  determined  that  a  unitary 

business  "means  business  activities  or  operations  of  financial  institutions  that  are  of 

mutual  benefit,  dependent  upon,  or  contributory  to  one  another,  individually  or  as  a 

group,  in  transacting  the  business  of  a  financial  institution."   Centralized  management  is 

seen  as  one  evidence  that  a  combined  entity  exists  as  it  notes  that,  "Unity  is  presumed 

whenever  there  is  unity  of  ownership,  operation  and  use  evidenced  by  centralized 

management  or  executive  force.... The  absence  of  these  centralized  activities  does  not, 

however,  necessarily  evidence  a  nonunitary  business..."88  The  last  statement  allows  a 

combined  company  to  be  construed  more  broadly  than  centralized  management. 

A  dividend-received  deduction  should  be  included  in  the  tax  law  if  combined 

reporting  is  allowed  or  required.    Firms  should  be  permitted  a  deduction  for  most  or  all 

of  dividends  received  from  firms  in  which  they  have  a  substantial  ownership  interest. 

Nonbank  corporations  are  permitted  a  deduction  for  95  percent  of  dividends  received 

from  companies  of  which  they  own  at  least  15  percent,  while  under  current  law  banks 

are  permitted  no  deduction. 

7.f.    Nexus 

Nexus  refers  to  the  minimum  presence  necessary  for  taxation.   Nexus  rules  must  be 
designed  to  follow  the  intent  of  the  tax  structure.   Broad,  creative  nexus  rules  are 
unnecessary  if  the  intent  is  to  continue  taxing  few  nondomiciled  banks.   Branchless 
banking  activity,  credit  card  issuers,  and  out-of-state  lenders  only  can  be  taxed  with  a 
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Tennessee  Code  Annotated  67-4-804,  p.  64. 
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broader  definition  of  nexus  than  has  traditionally  been  used  in  most  state  tax  structures. 

Taxation  of  banks  operating  in  the  Commonwealth  without  physical  presence  is 

necessary  to  impose  a  destination-based  tax,  which  is  appropriate  for  achieving 

neutrality  and  equity. 

Minnesota  and  Tennessee  have  defined  nexus  on  a  solicitation  rather  than  on  a 
physical  presence  basis  in  order  to  tax  branchless  banking  activity.   These  states  define 
nexus  to  exist  for  banks  which  either  have  a  physical  presence  in  the  state  or  which 
regularly  solicit  for  business  in  the  state.   Both  states  have  de  minimus  rules  that 
exclude  from  taxation  financial  institutions  with  limited  connections  to  the  state.    In 
Minnesota,  activity  must  be  conducted  with  at  least  20  persons  during  the  tax  year  or 
deposits  must  exceed  $5,000,000  in  order  for  regular  solicitation  to  be  deemed  to  have 
occurred.    Tennessee  presumes  a  financial  institution  is  doing  business  in  the  state  when 
the  sum  of  the  bank's  assets  and  the  absolute  value  of  its  deposits  within  the  state  total 
$5,000,000  or  more. 

H.  B.  4037  defines  nexus  on  a  solicitation  basis.    A  de  minimus  rule  is  included, 
presuming  presence  if  banking  activities  are  conducted  with  more  than  100  residents  or 
if  the  bank  has  $25  million  or  more  in  assets  attributable  to  Massachusetts. 

Establishing  nexus  on  a  sobcitation  basis  does  not  appear  to  raise  a  constitutional 
problem.   Hellerstein  (1983,  pp.  664-665)  concluded  that  "making  regular  loans  on  a 
continuing  basis  is  sufficient"  nexus  under  the  Due  Process  Clause.   McCray  (1986,  pp. 
305-306)  extends  this  by  noting  that  "an  out-of-state  bank  that  has  purposefully  solicited 
deposits  and  loans  from  a  host  state  and  its  residents  therefrom  has  created  sufficient 
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contacts  with  the  state  and  its  residents  upon  which  to  base  taxing  jurisdiction."   She 

extends  this  to  credit  card  business  as  well  (pp.  310-31 1).89 

A  significant  issue  in  Minnesota  and  Tennessee  was  whether  financial  institutions 

establish  nexus  solely  because  they  purchase  securitized  loans  which  use  collateral  in  the 

state.   Establishing  nexus  on  the  basis  of  purchasing  securities  creates  the  potential  that 

financial  institutions  would  avoid  purchasing  securities  that  are  collateralized  in  states 

where  the  financial  institutions  do  not  already  have  nexus.    A  two-tiered  market  for 

securitized  assets  of  local  banks  could  develop  and  work  to  the  disadvantage  of  local 

industry.   Both  Minnesota  and  Tennessee  have  chosen  not  to  extend  nexus  to  firms 

whose  only  relationship  with  the  state  is  holding  securities.    However,  the  income  from 

securities  is  taxable  if  firms  otherwise  have  nexus  in  the  state.   Means  to  limit  tax 

avoidance  if  nexus  rules  are  not  "extended"  to  some  holders  of  securitized  assets  are 

discussed  in  section  7. a. 5. 


89 Arizona  asserts  that  credit  card  interest  is  taxable  in  the  state,  even  though  its 
nexus  laws  do  not  follow  solicitation  principles  in  the  same  way  as  Tennessee 
Minnesota. 
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8.   Issues  and  Options 

The  most  important  issues  raised  in  section  7  are  listed  in  this  section.    Several  ways 
to  handle  these  issues  are  given  as  well.    Maintaining  the  status  quo  is  not  listed  as  an 
option  under  each  issue,  although  no  change  obviously  is  an  alternative. 

Issue  1:       How  should  the  income  of  multistate  banks  be  allocated  across  states? 

Option  1 :  Impose  a  dual  tax  structure 
Option  2:  Apportion  income  across  states 

Issue  2:        What  factors  should  be  in  the  formulas  that  are  necessary  with  both  the  dual 
and  apportioned  structures? 

Option  1 :  A  one-factor  receipts  formula 

Option  2:  A  two-factor  receipts  and  property  formula 

Option  3:  A  three-factor  receipts,  property,  and  payroll  formula 

Issue  3:        What  types  of  property  belong  in  the  property  factors? 

Option  1 :  Real  and  personal  property  only 

Option  2:  Intangible  property  only 

Option  3:  Real,  personal,  and  intangible  property. 

Issue  4:        Should  deposits  replace  property  in  the  formula? 

Option  1:  No 

Option  2:  In  a  two-factor  formula 

Option  3:  In  a  three-factor  formula 

Issue  5:        What  conceptual  framework  should  attribution  factors  follow? 

Option  1 :  On  an  origination  basis 
Option  2:  On  a  destination  basis 

Issue  6:        How  should  receipts  be  treated  that  cannot  be  sitused  with  a  destination 
approach? 

Option  1 :  A  throwout  approach 

Option  2:  A  throwback  approach 

Option  3:  Apportioned  according  to  deposits 
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Issue  7:        How  broad  should  bank  definition  of  banks  be? 

Option  1 :  Only  include  regulated  financial  institutions 

Option  2:  Include  all  firms  that  do  the  business  of  a  financial  institution 

Issue  8:        Should  the  tax  rate  be  changed? 

Option  1 :  Lowered  to  the  same  effective  rate  as  imposed  on  other  industries 
Option  2:  Lowered  to  the  median  tax  rate  on  financial  institutions  in  other  states 

Issue  9:        Should  the  cost  of  holding  state  and  local  government  debt  be  a  deduction  in 
calculating  taxable  income? 

Issue  10:      Should  banks  be  able  to  carry  losses  forward  as  a  deduction  against  future 
income? 

Issue  11:      Should  the  tax  credit  for  research  and  development  and  the  investment  tax 
credit  be  extended  to  banks? 

Issue  12:      Should  the  members  of  an  affiliated  group  file  as  a  combined  company? 

Option  1 :  Banks  required  to  file  a  unitary  return 
Option  2:  Banks  allowed  to  file  a  unitary  return 

Issue  13:      How  should  nexus  be  set  for  banks? 

Option  1 :  On  a  physical  presence  basis 

Option  2:  On  the  basis  of  soliciting  business  in  Massachusetts 
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